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I 


Economics' 

The term “economics” has come into general use since the early 
years of the present century, replacing the older “political econo- 
my” as the name of a somewhat vaguely defined branch of social 
science. The change of name reflected changes in the discipline it- 
self, which had become subdivided into a number of specialties. A 
separation had been made between a pure science and the treatment 
of public— and to some extent of private— problems of policy, more 
or less explicitly “application”, another separation has been made 
between empirical fact— historical or statistical— and theory. The 
word “economy” comes from two Greek roots referring to the 
management of a household or estate. But in the past two centuries 
or so, the meaning has become generalized to cover all use of means 
in such a way as to “husband” them, to make them go as far as pos- 
sible. “Political economy” itself is a modem term. It was introduced 
about the beginning of the seventeenth century (in French— cor- 
responding to the German Kameralwissenschaft) to describe the 
study of the problems of the princely states which at the close of 
the Middle Ages in Europe replaced the feudal-ecclesiastical political 
order. It referred to the “economic” affairs of the state or princi- 
pality— the raising and use of revenue and increase of resources— 
treating the state as the estate of the ruler. But this study never was 
generally known by this name. After the nationalistic epoch gave 
way to individualism or liberalism, at the time of the Enlightenment 
in the late eighteenth century, “political economy” was adopted as 
the name of a science based on the new moral and political world 
view, and the older literature came to be designated as “mercan- 
tilism.” 

EPOCHS IN THE DEVELOPMENT OF ECONOMIC THOUGHT 

The sketch above suggests four main periods or epochs in the 
evolution of modem economics, corresponding to those usually rec- 
ognized in European history. They are the Greek (or “classical” in 
the meaning of general history, but the Roman contribution was 

1, Reprinted by permission from Encyclopaedia Britannica (1951). 
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minor), the medieval, the early modern (sixteenth to late eighteenth 
century), and the modern, roughly the nineteenth century. Each 
corresponds to a distinctive political order and to distinctive con- 
ceptions of man and society, and it is an important fact that books 
were written by and for different social classes in the different 
periods. The Greek literature was written by aristocratic philoso- 
phers and publicists and related to the problems of the city-state, 
nominally democratic but based on slave labor and with further ex- 
clusion of the merchant and financier from civic life. Such writers 
as Plato and Aristotle commented on many of the obvious facts and 
principles, such as the importance of division of labor and the use 
of money. But their interest centered in such moralistic and meta- 
physical notions as the condemnation of lending at interest as un- 
natural. Modern knowledge of the economic and industrial life of 
ancient Greece is derived mainly from other sources, incidental 
references in literature and archeological remains. Many of the 
ideas were in fact survivals of primitive attitudes, they are found 
also m the older parts of the Bible and survive as a strong influence 
even today. 

Medieval economic thought is still more moralistic and alien to 
the modern outlook. The literature was produced chiefly by and for 
monks, at a time when the monastic life was accepted as the ideal, 
when worldly interests were denounced m favor of salvation in a 
future world as the one serious concern of man. The dominant so- 
cial organization was the Church, and recorded thought was more 
of the nature of preaching than of science, as words are now used 
For this world, the accepted ideal was a static or customary society 
and civilization, every man working out his lot in the situation to 
which he had been “called.” Trade was frowned upon, beyond 
limited routine exchange at “fair”— meaning customary— prices, cor- 
responding with a customary standard of living for each social class, 
and interest-taking was condemned outright. In the later Middle 
Ages, however, the canon law and the Church courts played a large 
role in everyday affairs, and the monasteries themselves were the 
spearhead in great advances m both industry and trade. Numerous 
evasions of the prohibition against interest-taking, achieving the 
same result through other contractual arrangements, came into use 
and were recognized as legitimate. Men’s interests were shifting to 
the concerns of earthly life, cultural, aesthetic, and scientific, as well 
as material, i e., political and economic. The evolution of economics 
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must be seen as integral with that of economic life and of European 
civilization as a whole. 

The third period is best designated as that of economic nationalism, 
but the economic thought is usually called mercantilism. It dealt 
with the economic policies of the national monarchic states which 
displaced the feudal order at the close of the Middle Ages and in 
general dominated the Church, whether or not the states established 
national churches following the Reformation. Vast changes came 
over social life and men’s conceptions and interests. A great cultural 
renaissance spread from Italy to northern Europe, and technological 
advances were made in all fields. Paper and printing, and especially 
the modem Arabic system of notation, the foundation of both sci- 
ence and business, were even more important than gunpowder and 
the compass and greatly improved methods in mining and metallur- 
gy. The distinctive writings on economic matters were produced by 
political pamphleteers. It was the age of the “commercial revolu- 
tion”, the monarchical states saw wealth through foreign trade as the 
basis of their power and money as the embodiment of wealth (pecu- 
nia nervus belli). Europe was flooded with silver and gold (especially 
from the New World) which came in chiefly by way of Spain and 
the northern countries These countries having no mines at home or 
m the colonies centered attention on sharing the treasure through a 
favorable balance of trade, an excess of exports over imports. A 
quasi-alliance was formed between the governments and the wealthy 
merchant and financier class against the ecclesiastical power and the 
higher nobility. Meanwhile, social, moral, and intellectual as well as 
economic forces had tended, especially in the towns, to the emanci- 
pation of labor from slavery and serfdom. But men were not ready 
for the ideal of individual freedom; the state took the place of the 
Church and the town oligarchies that grew out of the guilds as the 
supreme regulative authority, and its aggrandizement became the ac- 
cepted end of policy, with control over economic life as the means. 

Mercantilism flourished from the sixteenth century down to the 
nineteenth century and was exemplified in innumerable writings and 
m the restrictive and regulative policies of such statesmen and rulers 
as Colbert, Burleigh, Cromwell, and Frederick the Great. Besides 
attempting to secure a favorable balance of trade (an excess of ex- 
ports, bringing in money or bullion), other aims were low interest 
rates, low wages, encouragement of population growth and colonies. 
It has been interpreted as “nation-building” and as an advance to- 
ward free trade, which was promoted within the national domain, in 
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contrast with the application of similar policies by smaller units in 
the medieval towns. Whether the measures advocated met the im- 
mediate needs of the times is still a disputed question. In economic 
terms the fallacies have long since been exposed, but the general 
attitude survives today, as the reader will observe in “protectionism.” 
Contrary to the admitted advantages of international specialization, 
this is favored and practiced not only by the national states but by 
smaller units, such as the American states and municipalities. 

TRANSITION TO MODERN POLITICAL ECONOMY OR ECONOMICS 

Modem economics is an aspect of modem thought and of the in- 
dividualistic or “liberal” outlook on life, of which “capitalism,” or 
the competitive system, or free business enterprise, is the expression 
on the economic side, as democracy is on the political. Our fourth 
epoch takes its rise in a second great cultural revolution in western 
Europe, in which the period of the Renaissance moved into that of 
the Enlightenment or Age of Reason. In this development leadership 
shifted, in the early modem period, from Mediterranean Europe to 
the northern countries, and especially to England, with the British 
colonies in North America playing an important role. England es- 
caped the wars of religion which devastated western continental 
Europe for over a century after the Reformation, and here especially 
religious toleration eased the tension between Church and State. 
England was predominant in the great scientific movement of the 
seventeenth century and the great Civil War and the Revolution of 
1688 established representative government at the same time that the 
treaties ending the Thirty Years War fastened political absolutism 
on the major Continental states. In England, science was inspired 
with a “practical” philosophy, formulated by Francis Bacon, a con- 
temporary of Galileo, the heir of Copernicus. This movement led nat- 
urally to the technological revolution of the later eighteenth and the 
early nineteenth century, which involved the triumph of free enter- 
prise; and modem economics is essentially the theory of free enter- 
prise. It is interesting to observe that the great mercantilist writers 
of the later seventeenth century in England (contemporaries of John 
Locke in political philosophy) were in substance free traders, as Sir 
William Ashley has pointed out in detail. Thomas Mun’s famous 
booklet, England’s Treasure by Forraign Trade (published post- 
humously in 1664 but in circulation earlier) sophistically used the 
balance of trade argument in favor of freedom to export specie. 
Other writers, such as D’Avenant, Barbon, Child, and especially Sir 
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Dudley North, worked out the theoretical argument for freedom 
in foreign trade about as explicitly and clearly as did Adam Smith 
himself, nearly a century later. North argued that the wealth of a 
nation is that of its citizens and that the businessmen, traders, and 
producers are the best judges of when trade involves a net gain. It 
remamed for someone to apply the same reasoning to internal policy, 
against the surviving guild restrictions or national control of appren- 
ticeship, wages and interest, grants of monopolies, and the like. 

All through the later mercantilist period, economic relations were 
gradually becoming more free, controls were falling into disuse, par- 
ticularly in England. The process, like the earlier disappearance of 
serfdom, is one of social development, to be explained by the so- 
ciologist and culture historian; the formulation of a general theory 
lagged behind the factual change, at least until the latter was far 
along. In notable respects the statement of free-trade doctrine came 
earlier in France, where the movement itself was much slower. It 
was here, of course, that the phrase laissez faire (earlier associated 
with laissez passer ) originated, in the first half of the eighteenth 
century. The kingdom of France was subdivided into many dis- 
tricts with customs frontiers until the Great Revolution. About the 
same time appeared one of the most notable of the books anticipating 
the liberal pomt of view, the somewhat mysterious Essai sur la nature 
du commerce en general by Richard Cantillon. It is apparently a 
translation, perhaps by the author himself, of an English manuscript 
which has disappeared. Cantillon showed a fairly clear insight into the 
mechamsm by which a free market will direct resources into the pro- 
duction of the goods in most demand. Similar insights were conspicu- 
ous in the nearly contemporary essays of David Hume, though he 
wrote no systematic treatise. Early in the second half of the century 
much attention was attracted by the writings of a French school, 
who called themselves les economistes but are now referred to as the 
Physiocrats. The word is practically equivalent to law (or rule) of 
nature. The leader was the court physician Francois Quesnay. Like 
many of the mercantilists, these writers used rather absurd if in- 
genious arguments; and it has been pointed out that the position was 
connected with the self-interest of certain groups that had achieved 
wealth and power in the disturbed conditions in France after the 
death of Louis XIV, especially m consequence of the ambitious 
schemes of John Law and the famous “Mississippi Bubble.” (A simi- 
lar wave of speculative fury in England at the same time is known 
as the South Sea Bubble, from the name of the most spectacular of 
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many companies that were organized.) But the Physiocrats are to be 
credited with an attempt to see and analyze a national economy as a 
whole. Their most characteristic doctrine was the view that only 
agriculture yields a “surplus” beyond what is required for the sup- 
port of the workers; hence land rent alone is available for the sup- 
port of the state or the increase of wealth and is the only proper sub- 
ject for taxation. These ideas survived in the work of Adam Smith 
and the British “classical” economists. The pre-Revolutionary states- 
man, A. R. J. Turgot, renowned for his courageous but abortive 
economic and fiscal reforms, was to some extent a disciple, his work. 
Reflexions sur la formation et la distribution des riche sses (1766) is 
an exceedingly able treatise. 

CLASSICAL POLITICAL ECONOMY 

In 1776 Adam Smith published An Inquiry into the Nature and 
the Causes of the Wealth of Nations , a work in which wisdom, 
learning, and the power of analysis are jomed to an extraordinary 
degree. As already noted, Smith shared many of the popular prej- 
udices that were evident in the writings of the Physiocrats. He held 
that “m agriculture nature works with man”— as though this were 
not true of all other pursuits— and that only labor is productive, and 
indeed only that labor is productive which at least reproduces the 
capital which supports it. Also that the interests of businessmen, as 
a class, are more often opposed to the interests of the community 
than are those of landowners. Nevertheless, Smith gave the world a 
new view of the advantages of trade as a mechanism for working 
out the “division of labor” and a new “philosophy of commerce.” 
But he saw in commerce, as well as internal trade, a means to welfare, 
not merely to the aggrandizement of the state. His book was, in one 
leading aspect, a formidable tract directed against mercantilism. 
Money, from the communal point of view, he held to be merely an 
instrument, a “wheel of trade.” The real source of a country’s 
wealth, he said, is its “annual labor,” and its wealth or well-being 
could be increased only by making its labor more effective, particu- 
larly by extending specialization and accumulating product in the 
form of capital. (For “labor” we should now say “productive re- 
sources.”) That “the division of labor is limited by the extent of the 
market” is one of his most famous sayings. 

These were Adam Smith’s fundamental principles. He elaborated 
them with great skill in relation to concrete problems, showing un- 
usual powers of fresh observation in his selection and use of illustra- 
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tive material, and passing large sections of economic history and the 
whole range of the contemporary commercial and fiscal problems of 
Britain under survey. Although the book is the most influential 
brief ever formulated for unimpeded trade, neither hampered nor 
coddled by governments, its greatest importance lies not in that cir- 
cumstance but in the general picture, at once simple and comprehen- 
sive, which it gives of the economic life of a nation. The apparent 
chaos of competition, the welter of buying and selling, are resolved 
or transmuted into an orderly system of economic co-operation by 
means of which, under individual freedom in contrast with central 
direction, the community’s wants are supplied and its wealth in- 
creased. This general picture has been m the minds of economists 
ever since, whatever their opinions with respect to the efficiency or 
morality of the competitive system, and its general outline is ad- 
mitted even by collectivists to be valid for their systems. Despite 
some sweeping phrases which invite another interpretation, Smith 
was no doctmaire advocate of a hands-off policy by governments in 
respect of economic matters. His treatment must be understood 
against the background of conditions of his day, m which so much 
was a holdover from the period of mercantilism and even the Middle 
Ages. He was opposed to monopoly, exclusive combinations, and 
special privileges of all kinds quite as much as to the type of legis- 
lation which aims at fostering a country’s prosperity by restricting 
its trade. He is often styled the “apostle of self-interest,” but he took 
no pains to conceal his dislike for some of the forms in which self- 
interest manifests itself m trade and industry, and he had no aversion 
to legal measures wherever they actually promised to be beneficial. 
What his attitude would have been under the later conditions of the 
nineteenth and twentieth centuries toward the factory acts, social 
insurance, and particularly measures intended to foster equality of 
opportunity, we cannot tell. But there is nothing in the aims of these 
newer types of legislation which runs counter to his principal con- 
tentions or is mconsistent with his general economic philosophy. 

Adam Smith’s work had a profound influence, not in Britain 
alone, but in almost every part of the western world. It was partly 
responsible for some radical changes in the commercial policies of 
governments, though its influence cannot be measured since the cur- 
rent of the times was moving in the direction of his contentions. 
Its effect upon scientific thought and upon the character and quality 
of public discussions of economic questions cannot be questioned. 
Men like J. B. Say in France and K. H. Rau m Germany based their 
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work very largely on Smith’s and helped to diffuse his influence. Say, 
however, was more than a mere popularizes He had some clear-cut 
views of his own and developed Smith’s work in directions other 
than those it took m the hands of Smith’s British successors. In the 
Umted States, Say’s work came to be about as widely read as Smith’s. 

The particular trend which the development of economics took in 
Great Britain after Smith was largely determined by the character 
of the economic problems which confronted the nation, partly by 
reason of rapid changes m its own industrial structure (the Industrial 
Revolution) and partly m consequence of the French Revolutionary 
and Napoleonic Wars. Population increased rapidly, and in particu- 
lar there was a “mushroom” growth of new industrial towns, for- 
eign trade expanded, especially the export of industrial products and 
import of agricultural, reversing the previous situation; yet agricul- 
tural cultivation was extended with the commercialization of farm- 
ing and vast improvements of methods both of tillage and of stock- 
breeding. The changes were accentuated by interference with trade 
through the wars and governmental effort to maintain self-sufficien- 
cy m food) or to benefit the landed interest which controlled the 
government) ; land rents rose with the increase m agricultural prices 
relative to industrial, the currency was depreciated (a practically 
umversal accompamment of a major war); rates of interest and of 
profits were disturbed, and, after the peace, both industry and agri- 
culture experienced depression conditions. Some of these con- 
spicuous and important phenomena engaged the attention of Parlia- 
mentary committees, all of them attracted the interest of thoughtful 
men who, with Adam Smith’s picture of the mechanism of organized 
economic life in their minds, thought of them as interrelated and at- 
tempted to explain them m some consistent and comparatively sim- 
ple way. Out of the discussions of the period, in pamphlets and con- 
troversial tracts, there emerged a formal system of political economy. 
It owed much to Smith, but it stressed matters to which he had given 
little or no attention and emended his views at a number of important 
points. This newer political economy was concerned more largely 
with abstract general relations, but it dealt with real problems and 
dealt with them in what was intended to be a practical way. There is 
an appearance of paradox, but only an appearance, in the fact that 
the type of economics which grew out of attempts to deal intelli- 
gently with the problems of a period of economic storm and stress 
was one which gave particular attention to “normal tendencies” and 
to the conditions of “economic eqmlibrium” rather than to the im- 
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mediate causes of economic maladjustments. A parallel may be found 
in the way m which the study of pathology has contributed to men’s 
knowledge of normal physiology. 

For convemence, the period of which we are now speaking may 
be taken as definitely beginning with the publication of David Ri- 
cardo’s Principles of Political Economy and Taxation in 1817 and as 
culminating with the publication of John Stuart Mill’s Principles of 
Political Economy in 1848. One who compares the economic tracts 
and the systematic treatises of that period with The Wealth of Na- 
tions will be impressed with the increased importance given to a 
group of problems which have continued to be principal concerns of 
economics— problems now commonly grouped under the head of 
“theory of value and distribution.” These problems of price-me- 
chanics unfortunately tend to get separated from the real issues of 
the way m which the price system organizes production and distrib- 
utes the result. The theory of value, of course, attempts to explain 
why goods exchange at particular ratios, why some are relatively ex- 
pensive and others cheap. (Absolute money prices are, of course, a 
matter of the value or purchasmg-power of money, a distinct prob- 
lem.) The modem theory of distribution is really a part of value the- 
ory, dealing with the prices of “productive services,” with a view to 
explaining the sharing of the national income or “social dividend.” 
But the classical economists (from Smith to J. S. Mill) did not look 
at the problem m this way, they held a more metaphysical theory of 
the division of the total product into the three traditional shares, 
wages of labor, profits of capital, and rent of land. This theory will 
be considered presently. Later on, the conception of a fourth share, 
the profits of enterprise, or of the successful direction of production, 
was taken over from the French economists (Say and his followers), 
the eammgs of capital, separated from the entrepreneurial functions 
of management and responsible risk-taking, were called interest 
(whether actually paid out for borrowed money or “imputed” to 
that of the owner, an individual, or a group). This has been more 
true in the United States than in Britain, where economists still 
rather typically speak of the “profits of capital” m the language of 
business and of everyday life. And the treatment of enterprise or 
risk-taking (better called uncertainty-bearing, since there can be no 
measurement of the risk as m gambling or insurance) raises problems 
on which there is no agreement among economists anywhere. 

The threefold (or fourfold) classification of “factors” is clearly in 
part arbitrary. Some economists use a twofold classification, treating 
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land as a particular form of capital, others point out that a logical 
classification would recognize many different kinds of capital, of la- 
bor, and of natural resources, with some kinds under one head eco- 
nomically less similar to others in the same class than to some in 
other classes. And it must also be recognized that in the long run, all 
productive agents largely represent a cost of production, an invest- 
ment of resources in the past (with wide variation in the relation 
between such cost and present value because of “uncertainty”) and 
that this investment is more or less subject to recovery and reinvest- 
ment in other types of productive agent. Yet the three forms of in- 
come are very real to ordinary thinking, which does not distinguish, 
for example, between the four or five elements obviously present in 
most personal earnings. One part is based on natural capacity, one on 
the “pain” or irksomeness of the work, one on the investment m 
training, and there is the factor of risk or imperfect foresight, which 
so profoundly affects the return on any investment for return in a 
fairly remote future; and, finally, non-economic motives affect in spe- 
cial ways the investment in human capacity. A somewhat similar 
analysis could be made of the payments for the use of what are com- 
monly classed as either natural resources or capital goods. 

The classical theory of value stressed chiefly the tendency for the 
prices of goods produced and sold under competitive conditions to 
be proportionate to the respective costs of producing them How- 
ever, costs meant not the money outlays of the producers (entrepre- 
neurs) but the “real” costs, human sacrifice or pain. For Ricardo m 
particular this in turn meant “quantity of labor”; that labor alone is 
really productive, other “factors” only “assisting,” was basic to the 
“labor theory of value,” which was taken over and exploited for 
propaganda purposes by the various schools of socialists and eco- 
nomic radicals. Later, the notion that the “abstinence” involved in 
saving and accumulation of capital was also a pain cost was intro- 
duced by N. W. Senior (An Outline of the Science of Political Econ- 
omy [1836]). The socialists of course scornfully rejected this inno- 
vation. The classical economists did not see, at least not at all clearly, 
that what is “economized” is the use of resources, both human and 
non-human, and that the ultimate meaning of the cost of any prod- 
uct is the non-use of resources for some other end. This fact is now 
known as the “alternative cost” principle. But the alternative end sac- 
rificed is not always and entirely a quantity of another marketable 
product but may be the leisure use of time and labor or some direct 
(non-market) use of any other resource. Interpreted in this way, the 
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notion of pain cost has some validity. It should be noted, as all mod- 
em economists have recognized, that the cost explanation of value 
applies only m a long-run view, over time sufficient to adjust pro- 
duction to demand. The classical economists freely recognized that 
over short periods price depends on “demand and supply,” i.e., the 
demand for the existing supply already produced or for which irre- 
versible commitments have been made. 

A similar division between short- and long-run views was inevita- 
ble in connection with the theory of distribution. Neither theory has 
stood up well under later criticism, though many important facts and 
principles were recognized. In a general way, the short-run theory 
held that labor gets as wages its “means of subsistence” and the capi- 
talist the excess of the product (of labor or labor-plus-capital) on 
“marginal” land— or at the “intensive” margin on better land, in any 
case where no rent was deducted — after payment of a subsistence 
wage. Land (of a quality above that barely worth using) received as 
rent the excess (“surplus”) product above that of the same amount 
of labor-and-capital on no-rent land. The foundation of the posi- 
tion is the subsistence theory of wages; but it is hard to make out 
whether this limitation was due to the power of the employer over 
the worker (Adam Smith sometimes comes near to stating the ex- 
ploitation theory of the later socialists) or to a tendency of the 
working population to multiply up to the means of subsistence. The 
latter view (more conspicuous m Smith’s treatment) would clearly 
operate only in the long run And somehow another theory must be 
fitted into the picture— that of the famous wages fund. In its sim- 
plest version, this meant that the capital (the annual product of an 
economy or some ill-defined part of it) was supposed to be advanced 
to laborers each year, making the average wage simply the total capi- 
tal divided by the total working population. Ricardo and later mem- 
bers of the school recognized that the period of production or turn- 
over is longer than a year in industries employing a fixed capital, but 
they failed to see that capital is never produced by labor alone but 
rather reproduces itself (unless it is disinvested) so that no determi- 
nate period or cycle in production can be found. 

In the long-run theory of distribution, the notion of cost played a 
part— though not as large a one as it logically should have in view of 
the fact that all productive agents, human or other, are in a general 
sense products. In the long-run interpretation, the idea that the 
standard of living determines wages is in effect a cost-of-producdon 
theory of the price of labor This doctrine rested upon the theory of 
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population associated with the name of T. R. Malthus, though it was 
clearly stated m general terms by Adam Smith and by still earlier 
writers. In the later form, the notion of “subsistence,” as a physio- 
logical mimmum, was replaced by, or interpreted to mean, a “stand- 
ard of living,” a scale or level which laborers think of as necessary 
for family life If wages fall below that level, it was thought, the rate 
of growth of the working population will be negative (births fewer 
than deaths) and the decline in the labor supply will raise wages. If 
wages are above this level, population will increase and wages will 
fall— unless a higher standard of living becomes effective. Somewhat 
similar reasoning was applied to profit, the rate of return on capital. 
The supply tends to increase as long as the return is above what 
savers generally consider sufficient to compensate for the abstinence 
required to save and will decrease when it is below such a level, 
hence the rate of profit “tends toward” this level as a position of 
equilibrium. 

The rent of land, however, was held not to be affected by the 
principle of cost. Land was thought to be permanently fixed m sup- 
ply, it was defined by Ricardo as “the original and indestructible 
powers of the soil ” Hence a rise in rent will not tend to counteract 
itself by bringing forth an additional supply— or reciprocally for a 
decline. Correspondingly, as already noted, rent was not supposed to 
be a part of, or to influence the price of, its produce, which m this 
view is determined by production costs (wages plus profit) on land 
barely worth using and yielding no rent— or by the cost at the “in- 
tensive margin.” Changes in rent were thus the effect, not the cause, 
of changes in product prices. This doctrine rested on a sharp separa- 
tion between land and capital (capital goods) which later economists 
have tended to view as unrealistic. It also rested on an assumption 
that land is used only to produce a single distinctive product and 
hence is not, like labor and capital, transferred from one use to an- 
other in response to changes m relative prices. This view has also 
given place to recognition that raw produce is less a product than a 
stage in the production of all final products. But there is an impor- 
tant element of truth in the older views. In the classical system of 
distribution as a whole a very important place was ascribed to the 
“law of diminishing returns,” in a particular long-run or historical 
interpretation. As the theory ran, the growth of population, itself de- 
pendent on growth of capital, requires resort to poorer land and also 
to more intensive cultivation of land already in use. In either case, 
the increase of product would not be proportionate to the increased 
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amount of labor and capital. Manufactures, in contrast, were thought 
to be subject to increasing returns, because of larger opportunities 
for the economies of the division of labor and for invention and the 
application of the fruits of scientific progress to industry. Agricul- 
ture also benefits by technical progress, but here the possibility of 
improvement was thought to be smaller and to be more than coun- 
terbalanced by the increasingly disadvantageous proportioning of la- 
bor and capital to land. Since laborers must always get the same real 
wages— the means of subsistence— the profits of capital must decline, 
until the growth of population and wealth would come to an end in 
a “stationary economy.” Taken as a prophecy, this doctrine has so 
far been disproved by the course of events. The possibilities of im- 
provement m agricultural technique were underestimated, new lands 
of good quality have been brought under cultivation and their prod- 
uce brought to market by cheap transportation, and the Malthusian 
“law” has been partly falsified by declining birth rates accompany- 
ing the general progress of civilization— the rise in the effective 
standard of living already referred to 

Any general system of value theory must have something to say 
about the measure of value, hence the “value of money” or the gen- 
eral price level in contrast with relative prices. This problem was of 
especial concern to Adam Smith because of the price revolution and 
of its startling effects which had swept over Europe after the dis- 
covery of America. And this interest was nourished by the monetary 
and price changes of the period of the great wars of the French 
Revolution and of Napoleon. On this point, the classical school held 
to the doctrine later known as the “quantity theory of money” 
other things being equal, the value of money (and reciprocally the 
price level) depends on its quantity in relation to the volume of 
production and trade. Allowance would also be made for the use of 
money substitutes, such as bank credit, already familiar* in Europe 
As a long-run view, this was supplemented by the notion that the 
quantity of money is determined by the costs of mining the precious 
metals. Among different countries, especially those with and those 
without mines, prices would tend to be equalized by a flow of 
money or bullion from countries in which it would buy less to those 
in winch it would buy more. This part of classical value theory has 
in general stood up better than the views on values and distribution. 
It would be an error to think of these earlier economists as altogether 
preoccupied with abstract theories or not to recognize that their in- 
terest in these was born of an interest in practical problems. And in 
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general, they were not such uncompromising opponents of any sort 
of interference by government in industry as some later critics and 
pretended expounders of their views have made them out to be. 

THE CRITICAL SCHOOLS 

Before reviewing the later progress of economics, especially the 
revolutionary developments of the later nineteenth century, it will 
be helpful to look at the principal types of criticism which have been 
directed against the older political economy, and in part are still 
maintained against the later developments, and at the conceptions 
which have been proposed as replacements. In the first place, “ro- 
manticists,” like Adam Muller in Germany and John Ruskin in Eng- 
land, intensely disliked the new individualistic economic mecha- 
nism into the workings of which the economists were trying to 
probe. And, consequently, they particularly disliked the defense of 
this mechanism of economic laissez faire, which the economists in 
general did defend, by statement or implication. They preferred an 
ordered society, with economic subordinated to moral or religious 
or aesthetic values, such as they typically thought had been more or 
less fully embodied in the social structure of the Middle Ages. 
Work, they inclined to insist, is not merely a means to an end, par- 
ticularly what are called economic ends, but good work is worth 
doing for its own sake and for its effect upon character. They did 
not impugn the fitness of economics as an instrument of attack upon 
its special problems but they belittled these problems. 

Another group of writers, for whom there is no better descriptive 
name than “the critical school,” come much closer to meeting the 
orthodox economists upon their own ground. One of the earliest, 
and much the most influential, of them was Sismonde de Sismondi 
(Nouveaux principes ddeconomie politique [ 1817 ] and other works). 
Other able writers, often without any conscious discipleship, have 
taken a similar position. These critics urge that more attenton be 
given to the defects of the competitive economic mechanism, even 
viewed merely as a means of providing for material needs. They 
contend that the economists, contemplating the long-run or normal 
tendencies and the theoretical beauties of the automatic processes by 
which the pursuit of individual economic interests becomes organ- 
ized into a vast scheme of economic co-operation, forget how often 
the mechanism breaks down and normal economic life is interrupted 
by crises and depression; how unemployment, chronic as well as epi- 
demic, is a disease of this economic order; how equally the aggregate 
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product is distributed among individuals or families; and how many 
of the things men do for their own economic advantage are in fact 
inimical to the interests of the community. As later critics have put 
it, businessmen are interested primarily m making money, which does 
not always mean making more goods. The picture of the “economic 
harmonies” (the title of a mid-nineteenth century French apologetic 
work) requires, it is urged, rationalizing of the facts to an unwar- 
ranted degree. These criticisms also undoubtedly go too far. They 
unduly play down the role of the abstract principles stressed by the 
older economics, in the general view of the economic activities of 
the community. And no economist of the first rank has ever been a 
devotee of the pure automatism of the market. But the critical 
school has had a wholesome influence on the progress of economic 
science. It should be observed that this school occupies a position be- 
tween that of the orthodox school and that of the socialists who de- 
nounce the works of the latter as mere apologetic, a product of the 
existing economic order and prompted by the interest of those who 
benefit by its iniquities. 

Another line of attack was adopted by the “historical school,” or 
more accurately, “schools,” since the term covers several different 
groups. This position has been represented in all countries, but it has 
been most influential in Germany The most important of its early 
exponents were Friedrich List ( Ncttiomles System der pohtischen 
Okonomie [1841]) and Wilhelm Roscher ( Grundlagen der National - 
okonomie [1854] and other works). The form of a nation’s econom- 
ic life, said these critics, is a “historical category,” peculiar to a given 
nation at a given time, a product of its past and therefore only to be 
understood by a study of that past. The wisdom of particular eco- 
nomic policies is relative to conditions of a place and time, and the 
supposedly universal laws of abstract economics need to be supple- 
mented by or even subordinated to study of concrete facts of the 
national situation. If they had gone no further, the “historicists” 
would have found many to agree with them. But they tended to 
make of the historical method something arbitrary and doctrinaire. 
(Karl Knies, whose work, Die politische Okonomie vom Stand - 
punkte der geschichtlichen Methode , appeared in 1853, is a notable 
exception.) Not content with looking to history for the causes of 
these concrete differences of economic structure in which they 
were interested, they proposed to derive from history itself univer- 
sal and binding laws, akin to those of physical sciences. They were 
fond of schemes of “stages” of economic development through 
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which they thought every nation must pass. In these speculations 
they were really elaborating suggestions found not m historical re- 
search but in the Greek speculative historians. They regarded the 
forms taken by economic life, past and present, as inevitable prod- 
ucts of historical forces; and at the same time, unconscious of the in- 
consistency, they advocated a rather heavy-handed control of eco- 
nomic activities by the state. 

The British and French economists had looked upon the organi- 
zation of economic life as being shaped and determined by the inter- 
play of the interests and rational activities of individual men and 
had viewed the state as an instrument of individual purposes— well- 
being as judged, in the main, by each person for himself. The spokes- 
men of the historical school, m contrast, were strongly influenced by 
the philosopher Hegel, who ascribed a prior and independent value 
to the state, with individuals somewhat m the role of means, on the 
analogy of cells or organs in the human body, a view related to that 
of the mercantilists though more sophisticated. Although they 
pushed their views to extremes, they gave a needed emphasis to what 
has come to be called the “institutional” view of economic activities, 
as contrasted with the individualistic or contractual aspect But both 
the older historicists and the later institutionalists (largely an Amer- 
ican movement of the early twentieth century) slurred over the 
contrast between two kinds or meanings of institution, i.e., patterns 
of action moving in predestined grooves under the influence of rela- 
tively unconscious social forces, versus those embodying deliberate 
organization and control, such as the political organs of the state 
The state, in turn, was conceived by the older schools in what would 
now be called “totalitarian” terms, while the institutionalists, like 
the socialists (in contrast with the Communists), thought of it as 
democratic. Historical economists have also been more ready to 
think of change, as contrasted with finality, in the pattern of eco- 
nomic organization, and they gave a useful impulse to the study of 
economic history, which is valuable both in itself and as a com- 
plement to economic theory. Under the influence of historical study 
the old dogmatism of the historical economists gradually gave way 
to a realization of the variety and complexity of the fabric of eco- 
nomic history; and the newer schools of historical economics, under 
the leadership of such scholars as Gustav Schmoller in Germany and 
Ashley and Unwin in Great Britain (to name only men no longer 
living) are, as they should be, devoted to historical research. The 
movement has also broadened out, particularly in Germany, under 

[ 18 ] 



Economics 


such leaders as Max Weber and Werner Sombart, into what is often 
called sociological economics, a position also well presented in France 
(Simiand, Halbwachs, Bougie). 

THE PROGRESS OF ECONOMIC THEORY 

“Economic theory” is the name now commonly given to the more 
general and abstract parts of economics, to the “principles.” These 
parts are no less practical than concrete-descriptive or applied eco- 
nomics but are less directly related to immediate problems. The 
mechanics of price relations or of markets affords a general explana- 
tion of the organization of production and distribution in so far as 
this is actually worked out and controlled through competitive buy- 
ing and selling— which would largely be true even in a planned or 
socialistic economy that stopped short of complete military regimen- 
tation. This branch of the study bears somewhat the same relation 
to economic politics that pure physics bears to the engineering sci- 
ences Hence the problems of values and distribution have con- 
tinued to hold their place among the central concerns of economists. 
However, there has been a notable— one might say revolutionary- 
change in the general character of the analysis. The older classical 
economists, as we have seen, centered their attention on the long- 
run relations between value and costs and were generally content 
to dispose of short-run variations of price by merely invoking the 
formula of demand and supply. This was used without careful 
analysis of the short-run situation, particularly of the role of de- 
mand. Work directed toward filling in this gap had important effects 
in changing the whole conceptual picture. Similar steps introducing 
the new analysis were taken independently and almost simulta- 
neously, in the early seventies of the nineteenth century, by W. S. 
Jevons in England, Carl Menger in Austria, and Leon Walras in 
France and Switzerland. (It presently became known that they had 
been in part anticipated by earlier writers who were ignored and 
forgotten.) 

Adam Smith, in a famous passage, had contrasted “value in use” 
with “value in exchange,” noting that the former is high for water 
and low for diamonds, and conversely for the latter. The new dis- 
covery was that there is nonetheless a definite relation between 
value in use (or “utility”) and exchange value, hence price. The 
value in use is not properly measured by the difference between 
having the normal supply of a good and having none at all, but by 
the difference it makes to have a little more or a little less; that is. 
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things are actually valued by increments in consumption. Water, 
for example, has a wide variety of uses, all progressively satiable; and 
its exchange value at a particular time and place depends on its “mar- 
ginal” use, the use and the degree of importance in that use which 
would have to be foregone if the supply were just a little smaller. 
From the standpoint of action, since a buyer has choice of how 
much he will take, all units are alike and the use value as well as the 
exchange value of any total supply is the product of the value of the 
unit (increment) in the least important use by the member of units. 
Thus where water is scarce its value—both use and exchange value 
—is exceedingly high because the marginal uSe is an intense desire 
or need, and if diamonds were abundant enough their value would 
be small. And goods, however important, that are superabundant, 
the supply unlimited by any cost, have no economic utility or eco- 
nomic value, though to common sense this seems a paradox The 
earlier utility or subjective-value theorists tended to think of the 
consumption of any quantity of a particular good as representing 
or causing a definite quantity of pleasure and of rational economic 
behavior as that which yields a maximum of pleasure or happiness. 
It is now generally agreed that this is dubious psychology, and that 
the economic theories had better use the notion of a maximum with- 
out trying to say exactly what is maximized— much as the physicist 
speaks of matter or mass in terms of the way it is measured without 
trying to define its nature. Perhaps the most important feature of 
the new views, considered as theories of demand and of price, was 
not the psychological explanation but the clarification of the nature 
of what Adam Smith called the “effective demand.” It was seen that 
the demand for a commodity by any consumer or in any market is 
not a definite magnitude but a functional relation (most commonly 
represented m textbooks by a descending curve) showing a whole 
schedule of decreasing amounts that will be purchased as the price 
is higher. The actual quantities depend on both the desires and tastes 
of the consumer or consumers, on their purchasing power and, in 
addition, on the availability of other products competing for the ex- 
penditure of income and the prices of these. This idea served to 
clarify the relation that Smith and his followers had crudely ex- 
pounded between “market price” and “natural price,” now more 
generally referred to as price in the short run versus the long run. 
In the former case, the supply is typically the amount aleady on the 
market, and the price is the “marginal demand price” for this 
amount. But in the longer run, production itself responds to price 
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and price to supply, so that the long run or normal or “equilibrium” 
price is that at which the amount consumers will take is equal to the 
amount which producers find it profitable to produce. This advance 
is largely to be credited to Alfred Marshall ( Principles of Eco- 
nomics [1890] and numerous later editions, considerably revised) 
Still more important were indirect consequences of the new 
theories m connection with supply and cost. One such consequence 
was a gradual shift of emphasis from wealth to income as the pri- 
mary fact m economic life and the center of attention in the science. 
With respect to price analysis, the earlier economists had recogmzed 
—though not clearly or consistently, with N. W. Semor an excep- 
tion for clarity— that even in the long run, cost affects price only 
indirectly, by influencing production and supply, and hence, as it 
was now seen, “marginal utility,” which is the direct determinant 
But the cost of which producers take account is the payments they 
must make for the productive services they require, and the value 
of these is derived from, or merely reflects, the value of final prod- 
ucts. But with respect to any single product, the costs that must be 
incurred reflect the value of resources m other uses, giving rise to 
the principle now generally known as “alternative cost,” m contrast 
with the older theory of “real cost” or pam cost. Subjective sacrifices 
do play some role, but the correspondence between such cost and 
the money cost to the producer is very imperfect and the relation 
may be inverse. (J. S. Mill pointed out that higher-paid labor typi- 
cally involves less pam than lower-paid, not more, but he proposed 
no satisfactory way of meeting this difficulty.) It was also gradually 
recognized that the costs of production consist of the payments 
which at the same time constitute the shares in the distribution of 
the product among the different “productive agents ” Thus a rational 
conception of production m terms of the allocation of productive 
capacity among alternative modes of use, through the competitive 
bidding of business units (or their managers or entrepreneurs), ex- 
plains at the same time the prices of final products, the costs of pro- 
duction, and “functional” distribution. “Personal” distribution de- 
pends in addition on the amount as well as the value of the produc- 
tive services of all kinds that are owned or controlled by the various 
participants in economic activity. 

Goods are typically produced by the co-operation of various kinds 
of productive services, and the special problem of distribution, in 
modem terms, is that of the division of this joint product among the 
different kinds of co-operating productive services or agents. If only 
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one kind were employed, or even if a number of kinds were always 
used in fixed proportions, the problem would be simple, the value of 
the productive service (or combination) would obviously be the 
value of the product. But the fact that goods can be produced by 
combinations m variable proportions sets the problem and also af- 
fords the solution. One type of agent can be substituted for another, 
or the product can be increased or diminished a definite amount by 
varying the amount of one “factor,” all others being held constant. 
This will be clear if one thinks of a farm producing, say, wheat, and 
assumes that the manager uses the three traditional factors, land, 
labor, and capital (embodied m capital goods). But using increasing 
amounts of any one factor involves “diminishing returns.” It follows 
that under effective competition the joint product— of a whole econ- 
omy as well as of each single enterprise— tends to be divided up in 
the proportions which measure the efficacy of each factor in increas- 
ing the product, when the available supplies of all the factors in the 
economy are used m the way that yields the maximum total product, 
measured by the economic demand. Around the end of the nine- 
teenth century a number of writers (especially P. H. Wicksteed) 
pointed out that the principle of diminishing returns, previously ap- 
plied only to the use of more labor and capital on a given amount of 
land, is reversible and quite general m application. It governs the 
competition of different industries and enterprises for given amounts 
of all the factors, and the historical question whether labor and capi- 
tal really increase faster than the supply of land is a separate issue 
and is to be answered only by observing the facts. Hence, under 
given conditions, and under free and frictionless competition, the 
amount of product assigned (in technical terms “imputed”) to any 
particular laborer or other agent or unit is the amount which really 
depends upon the use of that particular agent. A laborer or other 
agent counts for more and in effect produces more when there is a 
larger supply of other agents to work with him or it. The amount 
earned will of course depend on effort and skill and the quality of 
management; and the “real” wage or other share will also depend on 
the prices of the final products for which the laborer or property 
owner spends the money income he receives. The effort of managers 
(entrepreneurs) to secure maximum return for their expenditures 
for productive resources will lead them to buy these in such propor- 
tions that “at the margin” equal expenditures secure equal incre- 
ments to total product. Any resource will tend to move toward em- 
ployments where the yield— of a “dollar’s worth”— is highest. And 
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the tendency, again m so far as competition is free and frictionless, 
is to establish such prices that all dollars’ worths of each are of the 
same value to all employers. 

This theory or principle that every agent tends to get what it 
“produces” does not mean that each person gets what he deserves 
and m fact tells us little about the ethical quality or social desirability 
of the result It must be remembered that differences in respect of 
training and of opportunity greatly affect men’s productive capaci- 
ties as workers and that institutions, especially inheritance, enter into 
this picture as well as mto the ownership of property and the oppor- 
tunity to accumulate. The swift process of change in technology and 
demand often robs men of the fruits of skill acquired at great cost 
and also of the fruits of investment committed to particular indus- 
tries. In particular such innovative activities as invention and explora- 
tion for minerals may yield anything from zero to a reward quite 
disproportionate to the outlay m effort or money. These facts set the 
general problem of profit and its ethical significance. Finally, even 
when a venture is not undertaken on a gambling chance, various im- 
pediments, including the antisocial activities of monopolists, prevent 
the free mobility of capital and labor from uses of lower to those of 
higher yield. The doctrine that “rewards tend to be proportionate to 
products” is true only as a tendency, but it is highly important as a 
corrective to the belief that there is little or no connection, and 
“product” itself, to repeat, is no measure of moral desert. The social 
problems raised must be examined on their merits, in terms of ethical 
principles and the pros and cons of the expediency of political meas- 
ures. Enforcement of equality may reduce incentive and production, 
most especially the incentive to take the large risks or chances that 
always affect innovations. With respect to profit in particular— prop- 
erly separated analytically from both wages of management and the 
yield of investment in fairly safe forms— it must be remembered that 
a prospect of disproportionate gain if successful is necessary if men 
are to assume voluntarily the risks of loss. The final judgment as to 
ideal right and the balance between that and expediency, where they 
seem to conflict, must be left to “that insidious and crafty animal 
vulgarly called a statesman or politican,” to use a famous phrase of 
Adam Smith. Experience seems to show, however, that considerable 
taxation of exceptional gains is possible without demonstrably affect- 
ing incentives. As just suggested, profit, in realistic business usage, is 
a mixed form of income, containing elements of interest and of 
wages for that vaguely distinguishable part of management activity 
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which may be treated as labor, and both the amount of the owner’s 
capital and the proper rate of interest to allow are also uncertain. The 
distinguishing mark of profit is that its amount is not stipulated m 
any agreement or fixed in an exchange but is contingent upon the 
success of an enterprise or undertaking. In general, profit arises from 
error, or imperfect foresight, on the part of the responsible entre- 
preneur, in making policy decisions or in delegating these to salaried 
managers as his agents (in a corporation, managers are the agents of 
the voting stockholders as a group). “Pure profit” is the amount left 
over after making all stipulated payments for productive services, 
raw materials, etc., and after deduction of the going rate of payment 
for the entrepreneur’s own capital and services. It is as likely to be a 
negative as a positive sum, and it is impossible to say conclusively 
whether the gams are greater or less than the losses in the aggregate 
for a whole economy. Pure profit is of course increased m any indi- 
vidual case by greater accuracy m the ultimate managerial decisions 
and tends to be decreased m paiticular by excessive optimism. 

The rate of interest has also received much attention in modem 
discussion. Controversy was stimulated in particular by the publica- 
tion, in the 1880’s, of two books by E. von Bohm-Bawerk, a disciple 
of Carl Menger. He propounded two views of interest, both adum- 
brated a half-century earlier m the work of N. W. Senior. One is a 
reworking of the abstmence theory into one of postponement or 
“waiting” or discount of the future. Interest is viewed as the reward 
or necessary inducement for waiting, as the measure of the superior 
attraction of near over remote enjoyment. The other view regards 
interest as the yield or productivity of investment due to the great- 
er efficacy of more roundabout processes. Bohm-Bawerk followed 
the Ricardian notion that capital goods are produced by labor, or la- 
bor and land; it has been pointed out that co-operation of previous- 
ly existing capital is also involved and that m terms of values capital 
reproduces itself and m addition yields a surplus for consumption or 
further investment. The interest rate on loans tends to equal the ra- 
tio of the yield obtainable on investments to their amount, i.e., the 
ratio of the net rental on capital goods (after provision for main- 
tenance and eventual replacement) to their cost, and the cost is the 
value of consumable goods sacrificed in using productive capacity 
to create them. When conditions change after an investment is 
made, the capital which the good represents is the least cost of pro- 
ducing an item of the same earning power. The psychology of post- 
ponement operates by affecting the supply of savings for invest- 
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merit Interest is a form m which the yield of a capital good (or 
some pan of it) is paid and received, rather than a distinct share m 
distribution coming from a distinct source, the lease of a farm or 
building or other piece of property for a rental achieves the same 
general result as its sale coupled with a loan, and under perfect 
competition the choice would be a matter of indifference to both 
parties The theory of interest is of the greatest importance m the 
general system of value theory, since the value of all durable goods 
bought and sold is immediately determined by the “capitalization” 
of the expected future income. This tends to be the same as their 
cost, since no such good will be produced unless it is expected to 
yield at least the going rate on its costs. But errors and unexpected 
changes m conditions often cause capital goods to be worth more or 
less than cost (to yield less or more than interest on cost), the differ- 
ence being a profit or loss. 

METHODS OF ECONOMICS 

Reference has already been made to the controversy between the 
critics and the expounders of analytical or theoretical economics- 
allied in its methods and aims to the older political economy, even 
when different m content It is essentially abstract and deductive, 
proceeding from a few general principles, such as those of diminish- 
ing returns and diminishing utility and the uniformity of price to all 
buyers and sellers m an effective or competitive market. Most of its 
conclusions can be viewed as “cases” under a general principle of 
economic behavior. The principle is that resources tend to be allo- 
cated among alternative modes of use in such a way that they will be 
equally remunerative in all and so will yield the maximum total re- 
turn. In another form of statement, it posits an “economic man,” 
whose behavior under given circumstances is completely rational A 
free economic order must assume that men actually tend to be ra- 
tional in the use of means, that they try to be and tend to succeed. 
The given circumstances include the wants to be satisfied, the re- 
sources themselves, and the modes of use or technology extant m the 
society at the time. These must be explained or treated mainly by 
other disciplines than economics. Any science which explains phe- 
nomena m terms of measured cause and effect must be abstract, eco- 
nomics (by this method) is often compared with theoretical mechan- 
ics based on “frictionless conditions”, and the concept of adaptive 
behavior in biology is a similar principle, since in fact adaptation is 
always more or less imperfect. The careful economic theorist does 
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not confuse the abstraction of perfectly economic behavior, or the 
economic man, with the actual behavior of real men, any more than 
the physicist or engineer assumes that friction is absent m real ma- 
chines. Applied economics must try to take account of the role m 
business life of eiror and of motives (good or bad), such as preju- 
dice, curiosity, and the various forms of the play interest, which do 
not conform to the pattern of economic rationality. Competition it- 
self, m the psychological meamng, is a non-economic interest. The 
economic interest is merely a striving for efficiency in the use of 
means, whatever means are available and whatever ends are pursued. 
It does operate, at least m modem civilization, in a peculiarly regular 
and predictable fashion, and a community whose policies disregard 
its principles will suffer loss if not disaster But these principles alone 
do not make it possible to predict the course of real events or the re- 
sults of action. They must be filled m with data secured by inductive 
investigation, as well as qualified to allow for various departures 
from the behavior pattern of economic rationality. 

Hence it will be evident that the other methods or approaches to 
economic data, notably historical research and statistical investiga- 
tion, are not to be thought of as substitutes for sound theory, along 
the traditional lines, but as complementary to it. This is true also of 
social sciences other than history and statistics, notably psychology, 
with or without such qualifiers as social, political, analytic, etc. All 
are needed to supply data and interpretation, to put content and def- 
initeness into the valid but highly abstract “laws” of economic 
choice and of market phenomena Without such supplementation 
economic laws have little value for prediction, since the essential 
factor of wants is not open to sense observation and any course of 
events that occurs can be fitted into the theoretical pattern. The 
growing accumulations of numerical information covering a wide 
variety of economic facts, coupled with the advance of statistical 
technique, has been working a notable change in the character and 
content of economics as a whole, without nullifying any of its 
established principles, it has given more knowledge of the actual de- 
gree of stability or variability m the relationships in real life. Inter- 
pretation of records covering averages and aggregates and their 
movements can add much to what can be inferred from common- 
sense principles or observation of particular cases. This does not 
mean, however, that economics will be or can be purely statistical, 
a new kind of “political arithmetic.” The broader the average or 
aggregate, the more heterogeneous the data it covers, and these mag- 
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nitudes become subject to limitations similar to those of abstract 
principles. If statistical magnitudes and correlations are to be under- 
stood and intelligently used— in guiding such measures as taxation 
and the regulation of business m the public interest— they must be 
understood through weaving them into the general structure of our 
knowledge and relating them to other things we know. 

On the other hand, any brief statement of general principles is 
bound to make abstract economic theories appear thinner and more 
remote from the concrete facts of economic life than they are. 
There is a place and a need for all degrees of generality. In recent 
decades this need has found increasing expression m the developing 
and spreading study of mathematical economics, in which exposi- 
tion is made accurate and compact by the use of graphs and of al- 
gebraic formulas. In the form of “econometrics” this movement 
also brings analytical theory into close alliance with concrete facts, 
statistically presented. Only by the use of mathematics is it possible 
to bring together into a single comprehensible picture the variety, 
the complexity, and most of all the interdependence, of the factors 
which determine prices, costs, output, and demand and the wages 
or hire of productive agents. The mathematical treatment of eco- 
nomic principles was the first successfully undertaken by the 
French economist, mathematician, and philosopher, A. A. Cournot 
( Recherches sur les principles mathematiques de la theone des n - 
chesses [1838]) Elaborate mathematical formulations of the condi- 
tions of general economic equilibrium have been worked out, no- 
tably by Leon Walras ( Elements tfeconorme politique pure [1874 
and later editions]) and his follower Vilfredo Pareto ( Manuel d'eco- 
nome politique [1909] and other works) The principal value of 
such elaborate and abstract systems lies m forcibly reminding the 
inquirer that a change in practically any economic variable has di- 
rect or indirect effects on innumerable other magnitudes, thus pre- 
venting him from fatally oversimplifying conceptions of economic 
cause and effect. Other writers, notably Alfred Marshall, have 
adopted an intermediate position. Marshall was a competent math- 
ematician but used and advocated the “literary” form of exposi- 
tion (contemptuously so named by Pareto), relegating the math- 
ematics to footnotes and appendixes in his monumental work. He 
also emphasized the interdependence of economic phenomena but 
centered his attention on the relations between the more closely 
related factors, the relations of greatest practical import, in contrast 
with system-building. But his successors, of the Cambridge or “neo- 
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classical” school (notably A C. Pigou), weie impelled to make more 
direct use of mathematics in their exposition, and the study and use 
of algebra has of late spread rapidly among economists in all coun- 
tries And, in line with the older classical tradition, the science places 
increasing emphasis upon factors which make for change and “dis- 
equilibrium,” as well as those making for stability. 

THE PROBLEMS OF PRESENT-DAY ECONOMICS 

Since all general principles are necessarily abstract, the more theo- 
retical parts of economics cannot be taken to be a complete and ade- 
quate account of the mechamsm of modern economic life. They 
afford serviceable approximations to partial, but important, aspects 
of the truth, the study of history and factual data yields other true 
and important generalizations. Even in their present imperfect and 
incomplete state the generalizations an economist has at hand con- 
stitute an organon of proved effectiveness, an instrument by means 
of which some of the results of economic changes, whether planned 
or not planned, may be predicted with a fair degree of certainty 
New problems constantly appear and challenge attention as facts 
change and new interests emerge, and different groups of problems 
have their special literature and engage the attention of corps of 
specialists. The most striking and possibly the most important char- 
acteristic of recent work in economics, as contrasted with the older, 
is its greater realism. It does not attempt to do without abstract con- 
ceptions, but it does attempt to take these from the world of affairs 
or bring them into line with facts 

This trait is conspicuous in the treatment of the two great prac- 
tical problems or groups of problems which have particularly forced 
themselves on the attention of the public and of statesmen and econ- 
omists in roughly the past two generations These problems center 
respectively m the growth of large-scale corporate business and as- 
sociations of firms which concentrate power and tend to exploit the 
public through monopoly and high finance (and labor problems are 
related to these) and m the mechanism of money and credit, com- 
monly held responsible for the recurring phenomena of industrial 
fluctuations or business cycles, with their attendant wastes and hard- 
ships. Depressions and the measures taken by different countries for 
dealing with them, in connection with the impact of two world 
wars, have also intensified interest m international economic relations 
affecting money and capital movements and in trade in general and 
in tariff duties and other controlling devices The depression of the 
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1930’s and World War II generated a woild-wide movement toward 
state control or planning of economic life, and particularly toward 
use of quotas on imports and strict control of foreign exchange, 
and even governmental conduct of foreign trade. In none of these 
fields is the ground completely explored or all the issues settled, but 
findings have been reached which appear to have permanent value. 
The outcome of the various fiscal and monetary measures to which 
governments have resorted, and the results of the restrictions im- 
posed upon trade and industry, have m general been about what 
competent economists predicted, and this is true of the experience 
with reparations and monetary stabilization after World War I. The 
tendency has been to confirm long-established principles, though 
political considerations have made it difficult for governments to 
learn, or at least for them to apply, the lessons taught. This fact is 
especially prominent in connection with the perennial issues of pro- 
tection m international trade and of inflation through cheap money 
or credit Inflation is tempting as an easy way to finance a govern- 
ment at war, or under special financial stress from any cause, and as 
a way to achieve a bogus prosperity, not to mention the fallacy of 
making capital cheap and lightening the burdens of debtors through 
an abundance of money. (But inflationary measures may be justi- 
fied to counteract deflation and relieve depression.) 

The general form given to economics by the early classical writers 
was determined very largely by preoccupation with certain special 
types of problems, notably problems of national commercial policy 
Recent events have brought this group of problems again to the 
fore and later experience and discussion, while confirming earlier 
views in a general way, have led to some modification The older 
economists, in their efforts to dig beneath that surface view of eco- 
nomic life which had deceived the mercantilists, held that money is 
merely an instrument or tool. They carried this idea to extremes, 
though m some types of “pure economic theory” today it is found 
convenient to go still further and assume that trade is conducted 
by barter, without the use of any special medium of exchange (all 
commodities having equally the character of money) But the phe- 
nomena of inflation and deflation, and of boom and depression, have 
forced modern economists to recognize that the use of money and 
credit has important effects on the character of effective demand 
and on production and distribution. Quite naturally, the great de- 
pression of the 1930’s gave a tremendous impetus to discussion in 
this field, and its importance was further enhanced by the fear of 
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depression, or boom and then depression, which might follow 
World War II, and by measures taken or proposed in this con- 
nection. A landmark m this discussion was the publication, m 1936, 
of a book, The General Theory of Employment , Interest and 
Money, by J. M. Keynes, of Cambridge University. It must suffice 
here to note that the discussion has at least called attention to one 
fact The famous “law of the market” (often called “Say’s Law” 
from its formulation by the great French economist) stating that 
the demand for any good is the supply of other goods, and the 
supply of any one is the demand for others, while a truism for a 
barter system, is not valid m the short run in a complex monetary 
economy. And further, the short run may be both longer and more 
important than is likely to be inferred from the orthodox or neo- 
classical exposition of economic theory In emphasizing the nature 
and conditions of a theoretical equilibrium, these writers have tended 
to undue neglect of changes in monetary circulation (hoardmg and 
dishoarding, or changes in the quantity of money or its velocity of 
circulation) and their often serious and protracted consequences. In 
particular, it cannot be assumed that monetary saving will be fol- 
lowed automatically and immediately by investment. The “funds” 
need not be offered on the loan market, and if they are offered they 
may not cause a sufficient decline in the long-run interest rate to 
cause real investment, since this depends largely on speculative an- 
ticipations and these m turn often depend more on conjuncture and 
mass psychology than on definite knowledge and rational calcu- 
lation of future prospects. In consequence, production of capital 
goods, particularly the more lasting forms, including durable con- 
sumption goods, may decline heavily, and unemployment m these 
industries will cause shrinkage even in the industries producing for 
immediate consumption. 

Even if it is admitted, as it doubtless must be, that if all prices 
were immediately and uniformly responsive to monetary changes, 
unemployment could not occur, this is not what happens in reality. 
In particular, monetary wages are “sticky” and are especially resist- 
ant to downward movement And wages are the largest factor in 
production costs and notably in the variable and “marginal” costs 
which are most influential m producers’ planning. Thus wage policy 
becomes a crucial factor m the problem. There is a real danger, 
even a probability, that reduction of wage rates may reduce total 
disbursement of purchasing power in the field of consumption, 
which may react seriously on the effective investment demand 
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Drastic action m the direction of inflation (or “reflation,” a word 
that came into use m the early years of the great depression) may 
be the only feasible way of counteracting the tendency to a down- 
ward spiral. The appropriate methods and instruments of such ac- 
tion came to occupy a large place in the discussion and controversy 
set m motion by the distress of the thirties and particularly by 
Keynes and his followers and opponents Accentuation of issues in 
international economic policy was another result, which can only 
be mentioned here; the need for any country to protect itself against 
economic repercussions abroad runs into measures open to the accu- 
sation of “exporting unemployment,” and in the absence of wise 
concerted international action they certainly tend to aggravate the 
situation. 

One of the conspicuous phenomena in recent economics has been 
intensified activity in the field of labor problems, already mentioned 
as a development consequent upon the labor movement of the nine- 
teenth century and after and connected with the growth of large 
corporations and other forms of unified action among business inter- 
ests Up to the last quarter of that century there was little careful 
analysis of those problems, apart from discussion of the general the- 
ory of wages under some approximation to free competition. Now, 
however, there is hardly a field of economic inquiry which is more 
thoroughly cultivated or m which there is more controversy* it 
runs into the general problems of economic planning and socialism 
The labor union movement and its significance, the pros and cons 
of collective bargaining, the length of the working day, factory 
legislation, profit-sharing, the organization of control within the 
enterprise, labor turnover, the legal minimum wage, the prevention 
and settlement of industrial disputes, compulsory arbitration, and 
social insurance in its various forms, as well as the causes of unem- 
ployment and its possible remedies, are all burning issues in both 
economic science and practical politics. 

It is important to observe that all these practical problems have 
been brought into the scope of economics by the course of change 
in economic and business life, the attention now given to them does 
not mark a change of attitude or general social position among 
economists. The earlier thinkers, in response to the conditions and 
needs of their times, at the beginning of the modern industrial era, 
were primarily concerned with exploding popular fallacies with re- 
spect to the ways in which the prosperity of the community can 
best be secured and, with that end in view, in showing how the 
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economic activities of individuals may work together, through the 
open market, and be so interrelated as to constitute a great com- 
munal economic mechanism Under the circumstances, they were 
more concerned with what governments could not or should not 
do than with that they could wisely attempt. Thus they often gave 
the impression— an impression which careful study of the writings 
of the ablest of them will dispel— that they regarded that mecha- 
nism as all-sufficient, needing neither interference nor direction on 
the part of the community While the need for a better undei- 
standing of the theory of the open-market organization and better 
appreciation of its merits is still present, modern economics tends 
to strike a different note. Its tone is less negative, it is more insistent 
in its search for and scrutiny of possible ways of altering foi the 
better the organization of the community’s economic life, while re- 
maining on guard against the dangers of disaster from unforeseen 
results of wrong lines of action Since almost every gain has its cost, 
most of the problems resolve themselves into a question of a balance 
of advantage But the advantages and disadvantages are hardly ever 
purely economic, and therefore no analysis m terms of purely scien- 
tific economics can completely dispose of such questions. Political, 
social, and ethical ideals and issues must also be taken into account, 
and economists are showing an increased awareness of these broader 
considerations. The economist, however, may gauge the general 
character of the probable effects of a specific measure upon pro- 
duction and distribution and so make it possible to discuss the wis- 
dom of any proposed action m the light of its probable conse- 
quences. 

In connection with this shift of emphasis an important factor is 
the vast accumulation of more and more reliable factual data. Re- 
liable records of economic activities, or at any rate of their results, 
are now brought together and published by governments and by 
business and other private organizations, on a scale which would 
have excited the envy of the older economists. A much wider range 
of economic experience is now available for study and analysis. In 
dealing with this new material— in a sense a by-product of the activi- 
ties which it records— economics is impelled toward a more realistic 
and concrete view. It has to deal with economic events in the forms 
in which they actually occur and to search for the systematic rela- 
tions which run through the mass of real events. But although the 
interests of economics have become more varied and concrete, and 
although its conceptions have become better adapted to handling 
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the facts of economic life as those facts present themselves, eco- 
nomics remains a political or social science and also, in the old sense 
as well as new senses, a “theoretical” discipline. Particular findings 
or tenets have been discarded and replaced or fundamentally re- 
stated, and sweeping additions have been made But the general pic- 
ture of a scheme of communal economic life remains a picture suffi- 
ciently ordered to be useful for analysis and prediction, though im- 
perfect enough to give point and purpose to its continued study, 
elaboration, and refinement, in spite of changes of viewpoint and of 
method. 
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II 


The Ricardian Theory of Production 
and Distribution 1 


i. introductory: basic misconceptions 

On the assumption that the primary interest in the “ancients” in 
such a field as economics is to learn from their mistakes, the princi- 
pal theme of this discussion will be the contrast between the “classi- 
cal” system and “correct” views. The system is taken m the sense 
indicated by the title, with little regard to other writers than Ri- 
cardo’s own great master and the two successors most competent 
and closest to his own spirit, Senior and Mill. While our special 
interest is distribution theory, it is useful to have m the background 
clear views of essential doctrines or points of view in the authors’ 
theory of value or price; for these are often closely connected with 
fallacies m the other field. It will be appropriate to give by way of 
introduction a kind of formal list of mam deficiencies and sources 
of error in the system as a whole. At least seven such “aberrations” 
appear to have vital importance. 

The first to be noticed is the unfortunate conception of value, m 
negative terms— cost, interpreted as pain— instead of positive terms 
—desire or utility. This fallacy occurs explicitly in the parts of the 
argument which have come to be referred to in the literature as the 
“philosophical” account of value. Specific discussion of the determi- 
nation of value (price) as a quantity (the “empirical” account) runs, 
indeed, largely m other, more “correct” terms of the equalization 
of return from productive expenditure in. different fields through 
correct allocation. But the negative view of the ultimate nature and 
causes of value clearly shows through m many places as a source of 
confusion. It is, of course, completely wrong Speaking “philosophi- 
cally,” the basis of value in human life is the necessity of making 
choices among alternatives more or less preferred in a purely rela- 
tive sense and, also, where there is an economic problem, more or 
less subject to combination in varying proportions under a principle 

1. Reprinted by permission from the Canadian Journal of Economic and Po- 
litical Science (February and May, 1935). 
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of diminishing value-effectiveness. For any one individual, all the 
alternatives chosen should theoretically be equally “pleasant” or 
“painful” (at the margin) depending upon his arbitrary zero point, 
but for purposes of economic analysis, they are simply points on a 
scale of preference. Thus the cost of any value is the alternative 
value given up in choosing it . 2 In general, the ground of the neces- 
sity of choice— at least m any case which gives rise to economic 
value— is limitation of resources of some kind, which are to be econo- 
mized by correct allocation among the open alternatives of use. That 
maximum return from any resource is obtained by equalizing the 
increments of return from equal small increments of the resource in 
all the alternative modes of use is the axiom underlying all economic 
reasoning and may be called the economic principle . 3 

2. The classical cost theory is a strange and interesting mixture of theories 
based on two different assumptions as to the character of economic life. The 
pain-cost theory would fit a society in which productive resources are completely 
immobile or specialized as between different money income yielding uses, but m 
which each resource is employed in its income yielding use at the “cost” of sac- 
rificing some “non-pecumary” employment. The most familiar case, and the only 
one recognized at ail clearly by the classical economists, is that of labor and irk- 
someness Irksomeness reflects the possibility of using one’s personal powders for 
some purpose other than that of creating exchange value. The same principles 
apply to all, or virtually all, resources (Regarding the classical doctrine of ab- 
stinence as the pam cost involved m the use of capital, see p. 58 ) On the other 
hand, there is a large bulk of discussion of valuation more or less explicitly m 
terms of the mobility of resources between industries producing different com- 
modities and value determination through the equalization of yield of resources 
Both views assume, though m different contexts and unconsciously, that value is 
determined by utility, which varies inversely with supply But, m general, the 
argument runs in terms of equalization of reward for equal sacrifice rather than 
of yield on resources. Since in either case the sacrifices are generally made by 
different individuals, this doctrine is subject to sweeping limitations, and Mdi 
even pointed out (p. 388) that, m fact, the values produced by laborers at differ- 
ent wage levels about as typically bear an inverse ratio as a direct one to the 
presumptive sacrifice (see next footnote). 

3. In practice the individual makes a twofold apportionment of his productive 
resources first, between money-earning uses and direct uses, and second, as re- 
gards the part used for money-making, among different industries or occupations 
In consequence of specialization, especially the division of labor, an individual 
does not do much apportioning under the second head, and, in fact, the first is 
rather rigidly determined by circumstances. These and related facts— especially 
the fact that the principle and motive of economy applies in various degrees to 
different behavior, with no definite boundaries— set limits to the clarity and ac- 
curacy with which it is possible to formulate cost theory. This argument is briefly 
developed m the author’s paper, “The Common Sense of Political Economy 
Wicksteed Reprinted,” Journal of Political Economy , October, 1934 (reprmted 
here, pp. 104-18) and more fully in two articles in the Zeitschrtft fur National- 
okonomie y the first in the issue for January, 1935 
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The second main aberration is a false conception of production, 
another aspect of which is a fallacious view of the nature of wealth 
or capital. Production was defined as production of wealth. But m 
fact, primary production consists in the rendering of services. 
Wealth is an agency by which services are rendered, not a product 
in the primary sense (As a quantity it is abstract capacity to render 
service, not a collection of concrete things.) Wealth axiomatically is 
produced either to replace some item which is used up m render- 
ing its service or to add to the total stock of service-rendering agen- 
cies. Wealth replacement is properly a detail of maintenance, and 
(simultaneous) maintenance is an essential part of the production of 
the services of wealth which are consumed in any interval, however 
short. No consumption corresponds to the production of addition- 
al wealth in any period, either during that period or at any subse- 
quent time—unless the wealth itself is consumed by disinvestment, 
which in a free market means a net decrease m total social wealth or 
capital through undermaintenance. The use of the new wealth in- 
crement (throughout future time or until it is used up without re- 
placement m a general liquidation of the social plant) constitutes 
production of the services contemporaneously rendered, and the 
same services cannot be produced twice. 

These two observations or fallacies are combined in the view that 
“labour produces all wealth” (meaning here “want satisfaction”). 
Obviously, individuals render enjoyable services to others either 
through personal activities or through the use of their property 
(usually both combined ). 4 Social economic life is essentially a mat- 
ter of exchange of services among individuals, it is only more or less 
accidentally that the exchange and consequent valuation of service- 
rendering things, or their production, in a techmcal economic sense, 
enters into the economic process under stationary conditions. 

The economic theory of progress or growth in the total means of 
want satisfaction is rather a separate branch of inquiry, and the ac- 
tivities ministering to current satisfaction, and those leading to 
growth, mteract m complicated ways. The failure to separate clearly 

4 It is perhaps more than a fancy to find a source as well as a picture of these 
two basic misconceptions in the classical system in the “curse of Adam”: “In the 
sweat of thy face shalt thou eat bread” (Gen. 3.19). This suggests that cost is 
pain rather than the sacrifice of an alternative; and again, bread is a false and 
misleading illustration of the nature of economic value or production. Because 
it has practically no durability, it invites the confusion of consumption of services 
and consumption of things rendering services. 
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and sharply these two branches of the study is so important as to 
merit listing as the third major aberration m the system . 5 

The fourth deficiency or aberration to be noted is a methodologi- 
cal one. The classical writers had no clear conception of causality m 
the mechanistic or “positive” sense of function and variable, or, in 
less technical language, the relation between a continuously varying 
cause and its effect varying (quantitatively) in some corresponding 
way. Tbs failure is manifested in, or closely connected with, a num- 
ber of more specific errors; perhaps most directly in the failure to 
apply the law of diminishing utility. (In a real sense they did see 
it, especially Senior. 6 ) In connection with the principle of uniform- 
ity of price in a market and that of uniformity of significance of 
interchangeable units of a supply to an individual, this law is essen- 
tal to value analysis, including the role of cost (which, as Senior also 
saw, functions through limiting supply ). 7 The principle could not 
be understood without at least an elementary grasp of the notion of 
increments, if not of the refinement of this in the theory of rates of 
change. 

Fifth in the list is ignorance of the principles of analysis, closely 
related to the elementary mathematical or logical conceptions sug- 
gested under the fourth aberration. Before Adam Smith was bom, it 
was understood by students of physical science that causes and ef- 
fects must be brought into relation through another application of 
the principle of small increments or rates of change. All causes and 
all effects in nature are complexes. The effect of any cause must be 
measured as a variation in a total effect associated with a small varia- 
tion in that cause, other elements in the complex of which it is a 
part being held constant, and similarly, mutatis mutandis , for the 
cause of any element of effect. Only after the passing of the older 
classical economics and the rise of the “subjective value” school has 
the theory of imputation (really partial differentiation) gradually 
come to be more or less understood in connection with production 
and distribution ; 8 it is only now fairly beginning to be understood 
that all valuation, including direct utility, involves the same process 

5. As to the meaning of wealth and its increase, and the other problems m con- 
nection with the second aberration and the third, see Part II below 

6. folitical Economy (octavo ed.), p. 12. 

7. Op «f,p,24. 

8. There is one remarkable partial exception to this general statement m the 
Ricardian theory of rent, which involves a rudimentary recognition of the 
notion of increments, and of imputations. See Part III below. 
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The sixth point is that, ignorant of mathematical concepts, the 
classical writers had no clear or definite conception of the meaning 
of economy as a process of maximizing a value return from given 
limited resources of whatever kind. 

Of particularly direct and vital interest to our topic here is the 
seventh aberration. The problem of distribution, the sharing of a 
joint product among an indefinite number of agencies (owners) co- 
operating in its creation, not merely was not seen as a problem of 
imputation, but was not approached as a problem of valuation at 
all . 9 This is really mysterious, in view, first, of the unescapable fact 
that the shares m the social income are received by individuals as 
money payments for services rendered; and it is even more so be- 
cause m some parts of the discussion of the value problem all the 
writers, but especially Smith, were on the very threshold of a cor- 
rect general conception of the organization of production and dis- 
tribution in society as a whole through price competition. 

It may be listed as a corollary of this observation (and perhaps of 
that under number six) that the classical writers had no conception 
of the nature of the economic organization m which alone a pecuni- 
ary distribution problem arises, the system or order best called “en- 
terprise economy.” In an exchange economy, where individuals 
(families) secured their livelihood by the production and exchange of 
products (services or direct service-rendering goods), the categories 
of rent, wages, interest, and profits would have no existence. In an 
enterprise economy, the individual gets his livelihood by selling pro- 
ductive services to one or more enterprises, individual or corporate, 
for money, and with the money buying from enterprises the prod- 
ucts consumed. The organization as a whole is worked out through 
two interacting systems of markets and prices, one for products, in 
which individuals are buyers and enterprises sellers, and one for pro- 
ductive services, in which the relation is reversed. The classical 
economists give no picture of a system of prices and practically no 
hint of a system of economic organization worked out and directed 
by price forces . 10 As noted under the first two aberrations, they 

9. In this connection, see the remarkable statement by Ricardo in a letter to 
McCulloch “After all, the great questions of Rent, Wages and Profits must be 
explamed by the proportions in which the whole produce is divided between 
landlords, capitalists and labourers, and which are not essentially connected with 
the doctrine of value” (Hollander ed, letter XV), p 72. 

10. Let it be observed here, once for all, that general negative statements are 
to be taken subject to interpretation. They mean that the system expounded 
by the writers does not take account of the facts m quesdon. To say that they 
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failed to see the relativity of all values and of all costs, still less did 
they grasp the identity of costs with distributive payments and the 
functional role of the two interacting sets of prices 

II. PRODUCTION* THE PRODUCT AND THE PRODUCTIVE AGENTS 

The best approach to discussion of the classical system is afforded 
by the last of the aberrations noticed m the introductory section, 
the failure to give any picture of the social-economic process as a 
whole, especially from the standpoint of the organization of produc- 
tion. Economic theory is nothing, or is significant only as an intel- 
lectual curiosity, unless it shows how, m a price economy, the price 
system works out. (a) in the assignment of productive capacity m 
society to different uses or mdustries, ( b ) in the technical organiza- 
tion of productive agents within each industry, and (^) in the shar- 
ing of the joint product among the co-operatmg individual owners 
of productive capacity. What is called “distribution theory ’ 5 has to 
do with the pricing of productive services. These prices are signifi- 
cant in connection with the division of the product, but their prior 
and even more fundamental function is the dual one of apportioning 
productive capacity in the various forms among industries and 
among financial and technical productive umts within each industry 
It is the competition between producers in the same industry which 
provides the pressure to increase technical efficiency as well as to 
keep prices down to the level of costs. 

As a first step m discussing the theory of distribution in these 
functional aspects, it is necessary to devote considerable space to the 
logically prior question of the meaning of production itself, espe- 

absolutely failed to see anything essential to a sound theory is generally too 
strong One of the mysteries of economic theory is the fact that most of the es- 
sentials are things of which no fairly intelligent adult living in a world where 
exchange relations are at all developed could possibly be ignorant. The problem 
is to build these inescapable facts into a coherent system of relations. Such gen- 
eral negative statements are in no wise disproved by citing particular passages in 
which the fact or principle m question is, or seems to be, recognized But it is 
sometimes a matter of interpretation whether they are taken into account where 
they need to be. In general, our discussion deals with the chapters treating sys- 
tematically the problems under discussion, and passages from other chapters are 
doubtfully, if at all, in point. 

References to authors by pages are to the following works, unless otherwise 
stated Smith, Wealth of Nations (Cannan ed.), 2 vols., Vol I unless specified, 
Ricardo, Principles of Political Economy and Taxation (Gonner ed.), Senior, 
Political Economy (octavo ed ) , Mill, Principles of Political Economy (Ashley 
ed ) . In a few cases I have used decimals in page references to indicate the ap- 
proximate position of the statement m question on the page, where this seemed 
desirable. 
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cially the meaning of product and the conception of the agencies by 
which product is created The classical writers viewed production 
as the creation of wealth by labor, other agencies (capital or stock 
and land) were recognized, but their role was auxiliary, not co-ordi- 
nate. On the other hand, labor which does not produce capital was 
explicitly and emphatically called “unproductive.” Part III of this 
paper will deal with productive organization and distribution. In this 
part, we are concerned with the meaning of product and especially 
with the confusion involved m treating production as production of 
wealth. 

What is m fact consumed 11 in economic life is exclusively services, 
and accordingly, the primary meaning of production is the render- 
ing of service. A service is a magnitude of the nature of intensity. 
It inherently involves time, and care must be used in giving it a time 
dimension. The relation between quantity and rate of flow is here, 
to begin with, like that involved in light, in contrast with a stream 
of water. Water exists, and can be measured, apart from any flow m 
time, but with light and services this is not true A quantity of serv- 
ice or of light is derivative from flow and is obtained by aggregat- 
ing a rate of flow over some time interval. But the service has an 
additional and complicating peculiarity In practice, we rarely care 
about the quantity of the service as such but rather about the value 
(in exchange) of a specified service over some interval of time, 
which is either in the future or in the past with reference to the 
point in time at which the value is struck. Streams of service— of 
some intensity, constant or variable, and over some interval, from 
zero to infinity as limits— are the things valued and exchanged m the 
market. The value of any service stream is affected by discounting 
if paid for in advance and by interest accumulation if paid for after 
it is rendered and consumed (The problem of the rate of discount 
and of interest will be considered later.) 

A service m the economic sense is physically defined by reference 
to some agency which renders it (and sometimes further by the 

11 The classical writers had no theory of consumpuon, and Mill even ex- 
cluded it from the province of the economist. See Essays on Some Unsettled 
Questions * Essay V, “On the Definition of Political Economy, etc.” p. 132, n. 
They took it for granted that it is wealth which is consumed as well as produced 
and that wages are paid out of past, not current, product 

In modem discussion we have, of course, the theory of diminishing utility, 
which was really implicit in the classical discussion, and was also given clear 
statement by Senior, although it was not explicitly built into his version of the 
classical system 
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specification of a particular physical use or performance of the 
agency). But the value of the physical service (in comparison with 
any other service) depends in the first place on its relative subjec- 
tive appeal or utility to some consumer. More accurately, since all 
similar units are valued alike, it depends on the appeal of a single 
umt or increment (of flow) considered as an addition to the total 
flow— for both of any two services being compared. In accord with 
the familiar law of diminishing utility, the relative utility of any 
increment of service (flow) decreases as the relative supply increases. 
Thus utility and value become a matter of the scarcity of services, 
which m turn involves the scarcity of the economic agencies ren- 
dering them. Immediately, this is a matter of the (limitation of) 
supply of some economic agency in the particular use of rendering 
the service whose value is in question. But from the economic stand- 
point, this scarcity is always a result of the competition of some 
other use, or uses, for the agency or agencies; otherwise, no eco- 
nomic problem arises, though a technical, or technological, problem 
may. In free society, economic agencies, or resources, include hu- 
man beings and external things owned by human beings. Postponing 
detailed consideration of the relations between the two classes of re- 
sources, we are concerned at the moment with the owned things or 
what is ordinarily designated as “wealth.” 

Many (not all) of the owned economic agencies in use at any time 
have limited life, in various degrees and for various reasons. In con- 
sequence, provision for the continuity of the service or services 
which they render must include provision for the replacement of 
the agency at the end of its life. In fact, if the consumption of any 
product (service) during any interval, long or short, is not accom- 
panied during that interval by the complete maintenance of any 
scarce agencies involved in rendering (producing) it, the service 
cannot be said to be produced during that interval; instead, it will 
represent, wholly or in part, the consumption of supply on hand 
at its beginning. It should also be evident without discussion that 
there is no difference m principle between maintenance in the rou- 
tine sense of, say, the oiling and care of a machine, and replacement, 
either bit by bit, or as a whole at a particular time. In fact, no very 
definite meaning can be given for a “whole” agency, in distinction 
from a part, and replacement of parts is naturally included in rou- 
tine maintenance . 12 

12. The necessity of providing for maintenance of capital before counting any 
result of its use as product was seen, if not understood, by the classical writers 
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The owned agencies of limited life which render directly con- 
sumed services are typically made with the aid of other indirect 
owned agencies, and these, of course, must also be replaced as fast 
as they lose for any reason their power to function economically, or 
the final service currently consumed is not currently produced. 
Thus a considerable part of actual productive activity, m the pri- 
mary sense of rendering consumed services, comes to be, in a physi- 
cal view, indirect, it takes the immediate form of making things, to 
be used either to render services or to make other things, in an al- 
most infinitely complex sequence and interrelationship. In other 
words, a large part of production in its true, primary meaning does 
physically take the form of producing wealth. But the mainte- 
nance of an existing stock of wealth (including any necessary re- 
placements) does not represent the creation of any economic value 
in addition to the value of the services simultaneously consumed but 
appears in their value, and hence, m the economic sense, replace- 
ments are not product. 

In addition to maintenance (including replacements), the making 
of fairly regular and considerable additions to the total social stock 
of owned economic agencies, or “plant,” has been typical of the pe- 
riod of history m which enterprise economy has prevailed and must 
be considered as a normal feature in the working of such a system. 
Moreover, the increase in the social plant is typically associated with 
considerable changes m the form and kind of agencies used, brought 
about through replacement of one kind by another, presumably em- 
bodying a more effective way of using the same productive capac- 

(cf. above, p 41, n 10) In Smith it appears m the confused discussion of capital 
and revenue in Book II, chap in (cf also Book I, chap vm, on revenue and 
stock, p. 71). Ricardo refers to it more explicitly several times, and in his first 
edition ( op . ctt, pp 32-33) he even set up an annuity to provide for replace- 
ment. As to Senior, there are few more puzzling passages in all the literature 
than his argument as to how to classify the replacement fund (pp 94-95) . Strange 
to say. Mill seems hardly to refer to the point directly, though he mentions 
capital as a perpetual fund (p. 72) and discusses its “perpetual consumption and 
reproduction” (pp. 74-75), and his definition of production (productive labor) 
restricts this to additions to total wealth (p 49) . 

The maintenance of social capital was of the profoundest concern to all the 
writers and this interest underlies the doctrine of productive and unproductive 
labor. This, however, involves the fallacy of failing to impute product. The 
laborer who does not directly produce capital produces whatever he does pro- 
duce, which is presumably worth his wages to whoever pays them, and worth 
at least as much as any other possible product. Failure to maintain capital means 
non-productivity of capital, not of labor. The reasons for not deducting the 
maintenance of the labor from apparent gross product will be considered 
presently. 
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lty. This fact makes it practically impossible to distinguish sharply 
between the maintenance and the increase of the plant as a whole, 
though none the less necessary to make the distinction analytically. 
A further source of confusion is that the specialized producer who 
secures his income by making material agencies or equipment goods 
cannot know, and individually has no reason to care, whether they 
are destined for replacement or expansion. 

For practical reasons, the creation of additions to the social plant 
is included in the economic production of a given time interval. But 
it is essential to understand that this is production only in an ac- 
counting sense. There is no consumption corresponding to such pro- 
duction, either in the interval in which it takes place or at any other 
time. The specialized producer receives what he consumes through 
abstinence on the part of some saver. An addition to plant will 
presumably be used in the future for production in the primary 
sense (i.e., to render consumed services). But unless the process of 
social growth is reversed, the plant itself is never consumed; its sub- 
sequent use to render services constitutes the production of those 
services simultaneously with their consumption, and the same serv- 
ice cannot be produced twice . 13 Moreover, even if the process of 
social growth is at some future time reversed, it will never be possi- 
ble to say when or in what connection any particular increment of 
wealth, described by the time and process of its creation, is dism- 
vested and there will be no definite correspondence between the 
consumption of plant and its production 

The notion of an addition to plant has no meaning, especially if 
associated with any change whatever m form, unless it is possible to 
measure plant. We must now consider this problem, and here we 
have to do with another fallacy, as egregious and as persistent as that 
of viewing production as production of wealth. Wealth must be a 

13. Treating capital growth as income involves a serious theoretical confusion, 
for it represents double counting (as Professor Fisher in particular has empha- 
sized and as we have indicated) . The wealth as a quantity is a capitalized service 
value, the present worth of a future income stream, logically its production 
is the production of this income stream. Yet it is unquestionably necessary in 
practice to treat an addition to wealth made in any interval as product and the 
activity as production in that interval, and to treat the use of the wealth to pro- 
duce consumed service as production in later time. This is especially because 
the wealth rarely, if ever, in an organized economy, either yields its return or 
maintains itself automatically but requires constant management. The student 
must simply be careful to recognize at all times that such product and income 
do not represent consumption and reflect accounting convenience rather than 
economic reality. 
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quantitative concept, and indeed it is always treated as such, but 
commonly without recognizing what is necessarily involved in its 
quantification, which is inconsistent with the notion of it as a col- 
lection of concrete things It is certainly obvious (as m the case of 
most general economic principles) that an aggregate is measured, or 
viewed as a quantity, only m terms of some common quality or at- 
tribute. And it is likewise self-evident that an economic magnitude 
is based upon the quality or capacity of contributing to some end, 
rendenng some service to some subject, an individual, or possibly a 
group. The notion of a quantity of service has already been men- 
tioned; a service is measured, and so reduced to a common denomi- 
nator with other services, by its relative marginal utility. It goes 
without saying that the consumed service may take various forms, 
including the utility of mere miserly possession; but the value 
which makes a thing “wealth” can only be the value of some antici- 
pated use, which to the user is at least as important as any other 
service of equal market value, or he would exchange . 14 

Since the product of any agency in any interval is reckoned only 
after complete maintenance of the agency, including any eventual 
replacement (which may mean replacement by a physically similar 
or dissimilar agency), it follows that productive plant is measured 
by the perpetual service income which it can be counted upon to 
yield. In other words, plant itself, in its quantitative aspect, is per- 
petual (regardless of changes in physical form), except for a possi- 
ble net disinvestment in society as a whole. Perpetual service income 
is the primary magnitude in economic analysis. (It is necessary to 
specify “service” income if the word “income” is used because an 
increase in wealth, or assets, is regularly considered as income.) 
Quantitatively speaking, any two pieces or items of wealth are to be 
compared as perpetual incomes in monetary units, say, dollars per 
year. But In this connection, two observations are necessary. 

In the first place, a matter of relatively minor importance, it is 
unrealistic and impracticable to treat very short segments of service 

14. The measurement of service income is subject to limitations of a theoreti- 
cally serious nature, and accurate measurement is impossible practically. In fact, 
the very notion of a total of value, in connection with either service flow or 
capacity to render service, is subject to serious conceptual limitations, value 
being relative But these difficulties cannot be gone into here It is necessary to 
distinguish analytically between larger and smaller (perpetual) service income 
streams, whatever the margin of error m objective discrimination may be The 
character of the problem may be suggested by noting that what is involved is 
the definition of money of unchanging purchasing power (This does not neces- 
sarily imply “ideal” money m an ethical or practical sense ) 
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flow, or short-lived items of material wealth, in this way. Only rela- 
tively durable things, or contractual income streams, are treated as 
wealth by separating, m practice or m thought, the source of a flow 
of service from the service itself. The classical economists were 
practically right m treating food and similar forms of wealth as 
products, where they were wrong was m treating such products as 
the type of wealth or capital m general. Very short-lived material 
consumption goods are best viewed as representing the services of 
the (human beings and) more durable material agencies which pro- 
duce them. 

The second observation is fundamental. As already noted, rela- 
tively few items of concrete wealth directly yield perpetual service 
income, or money income, to the owner. A thing either wears out 
in some sense, m a more or less definitely foreknown period, or it is 
problematically liable to supersession in connection with shifts m de- 
mand or technological advance. In either case, the effect is that, m 
order to secure perpetuity m the return, provision must be made for 
replacement of the physical thing by another individual, of the same 
or different (physical) kind as the case may be. In accounting terms, 
the item must be depreciated, or written off, out of its gross yield 
But the process or calculation of depreciation involves a rate of re- 
turn on capital. Such a rate thus comes into the problem of capital 
quantity (value) in two ways, the determination of the perpetual 
income to be capitalized as well as the capitalization. 

As to what this rate would mean and how it would be determined 
in a world of a different kind from that in which we live— one in 
which durable wealth could not actually be produced or could not 
be exchanged— we need not speculate here. In the actual world, in- 
come-yielding goods are freely and competitively produced by the 
use, in large part, of resources which would otherwise yield current 
service income, and they are freely exchanged. In consequence, the 
cost of perpetual income, in terms of current service value sacrificed, 
is carefully reckoned and is known for a given market at a given 
time more accurately than most economic magnitudes. Under such 
conditions, the value of income-bearing goods must equal their 
cost. That identical applications of resources create equal increments 
of value m alternative employments is an immediate consequence, 
or case, of the “economic principle .” 15 

But there is a technical difficulty in carrying out this analysis, 

15. See p. 38 in this article 
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arising from the fact that the production of a durable agency re- 
quires time and m consequence must include an element of interest. 
Accumulation, as well as discounting, is involved. However, the dif- 
ficulty is not serious It is also a corollary of the economic principle 
that the rate of interest and the rate of discounting must be equal 
It is, then, merely necessary to set up an equation expressing the 
equality of the tv o values of any wealth item, one the discounted 
a alue or present worth of the stream of services it will yield-re- 
duced to a basis of perpetuity, if not originally perpetual— and the 
other the cost of producing any new item yielding an equal stream 
of perpetual money income Both sides of the equation involve the 
rate, and the equation is to be solved for the rate as the unknown. 
The rate of interest being known, the quantity of wealth, repre- 
sented by any source of a known money value, is then found by the 
operation of capitalization (“Capital” is measured wealth, con- 
sidered m relation to a measured income ) 

The capitalization operation is a matter of very simple arithmetic 
(dividing the yield by the rate) when the capital good under con- 
sideration directly yields a perpetual income. It is not so simple when 
the good is one of limited life as is, of course, more usually true In 
that case, the perpetual yield may be computed as suggested by de- 
preciating the item, 1 e , reducing its imputed income during life bv 
an amount sufficient to accumulate to a sum equal to its cost and so 
provide for its replacement. Both m capitalizing and in the more 
complex calculation determining the rate, it happens to be somewhat 
simpler algebraically not to make this conversion formally but to 
express the present worth of the time-limited income stream di- 
lectly. The two operations, however, are exactly equivalent, and 
either form of algebraic expression may be converted into the other 
by a few simple steps . 16 

Especially because of the simpler form of the direct calculation, 


16 1. Discounting Method: Total Cost = Present Worth of Yield 

Let* Cost of Capital good be $5 per year for c years, and its yield be $R 
per year for l years 

( l -j- n l 

Accumulation of $1 per year for n years at i% — — 

^ ^ n ^ 

Present worth of $1 per year for n years at t% = ■- ^ n 

Let (1 -{- 1 ) “ A. 

Then Total Cost = — — 


[Footnote continued on the following page 
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where income has limited duration, there is likely to be objection to 
the definition of capital as perpetual income. But certain facts seem 
decisive in favor of this view The first is the universally understood 
meaning of interest in everyday usage, which is that of a net rate of 
return after maintaining the principal intact The second is the fact 
of perpetuity. Unless society as a whole becomes decadent with re- 
spect to its stock of capital, no increment of capital viewed as a 
quantity ever is disinvested, the physical item worn out or super- 
seded is always replaced by an equal item or quantity in items of 
some kind. If an individual owner wishes to liquidate, he does so 
by sale to another owner. Moreover, even if the individual owner of 
a concrete item plans to “eat it up” without replacement, he can 
only know what he is doing by separating the interest element in the 
imputed yield from the amortization element, which involves cal- 
culating depreciation . 17 And if individuals disinvest, society will have 
no capital or practically none. 
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2. Sinking Fund Method : Interest = Perpetual Income Cost 
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For continuous compounding 

Amount of $1 for n years at i% = e m 

Then e in replaces ( 1 + 1) n 

Formula becomes Se ll (e ic — 1) =R(e l1 — 1) 

17. This is not the place for any extended discussion of interest theory, but it 
is in order to note that it is not properly a part of distribution theory at all The 
special problem of interest is that of the rate, which is entirely a matter of the 
valuation of the wealth item or its quantification as wealth. The yield, either m 
perpetuity or as a known duration (and, more generally, the shape) of income 
stream, is a datum ; in other words, the distribution problem must be solved be- 
fore the interest problem can be attacked. We shall later have occasion to notice 
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Summing up The significance for the history of doctrine of this 
long discussion of the relation of material things to the concept of 
product is that in general they are not products but means of pro- 
duction. But two exceptions are to be allowed and carefully under- 
stood. When a material thing is so short-lived that it must practi- 
cally be treated as the embodiment of a certain quantity of service, 
not appreciably affected by the distribution of the service in time, it 
should be regarded as product. The source in this case would be the 
more permanent productive agencies producing the perishable item 
whose service is considered as the service of these agencies. The 
second exception is that the creation of net additions to a total stock 
of wealth, or plant, must for accounting and managerial purposes 
be treated as production, and the wealth increment itself as product, 
m the time interval for which accounts are kept But such produc- 
tion is logically double counting, as there is no corresponding con- 
sumption. 

the peculiar fallacy of the classical theory, still generally persistent today, that 
rent and interest are different distributive shares arising from different sources 
or m connection with different economic functions 

The equality of the two expressions suggested above constitutes an explana- 
tion of the interest rate (and capital quantity) in the conditions obtaining in a 
capital market at a moment of time, assuming freedom of investment, perfect 
competition, and full knowledge of all circumstances and conditions affecting 
the prospective yield of investments to the infinite future, on the part of all 
parties interested m capital transactions In such a market the rate off interest is 
simply the demand price for capital set by the productivity of the increment of 
investment about to be made. Further discussion of the problem of interest 
would deal with the possible changes in demand and supply conditions as invest- 
ment goes forward That analysis cannot, however, be given the form of demand 
and supply curves or functions in the ordinary sense, because the changes have 
a time dimension, which the curves for demand and supply of a commodity do 
not shave The situation at a moment can be represented by supply and demand 
curves, but they have practically no meanmg; for, as further analysis would 
indicate, the demand for capital is indefinitely (at a moment, infinitely) elastic, 
and the supply, even over time, is practically inelastic— if there is any functional 
relation between saving and the interest rate, which is questionable For a brief 
discussion of the matter, see the article, “Interest,” in The Encyclopaedia of the 
Social Sciences . See also the author’s article, “Capital, Time and the Interest 
Rate,” m Economica , August, 1934. On abstinence as subjective or pain cost 
m relation to interest, see pp 58 ff. 

In viewing interest as the marginal productivity of capital, as above, it must 
be recognized that capital quantity itself mvolves the interest rate But the rate 
can be derived very simply m terms of perpetual income without reference to 
capital quantity Whether income is paid contmuously (if that is conceivable) 
or in instalments on any plan, the rate of interest, per cent, per annum, is the 
ratio of the additional perpetual income creatable by investing a one-year seg- 
ment of any given perpetual income to the given income itself. Of course, both 
incomes must be realized on the same plan in relation to accrual, and mvestment 
made instantly (presumably at the highest rate which available investment op- 
portunities offer) . 
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Further analysis of the concept of product confronts the question 
of other productive instruments, 1 e., other than “artificial” owned 
things The greatest difficulty arises m connection with the theoreti- 
cal position of human beings It is necessary to consider each human 
member of an economic society (non-producers are not members) 
mthe three aspects of (a) a bundle of wants, (b) a bundle of capaci- 
ties, his technical knowledge and skill, which the individual owns 
and uses to satisfy wants as he uses other physical agents, and (*) 
his (productive) property m the ordinary sense of external things 
which he owns It is the “capacities” that we are concerned with 
here. From the standpoint of causality, the productive capacity m 
one’s peison is generally the result, more or less, of activity on his 
own part, which has, more or less, the character of investment, and, 
in addition, every human being is originally “created” by the use of 
“resources” belonging to other persons, most of whose resources 
might have been used m other ways, and whose use m this way rep- 
resents, p'ima facie , an economic choice. 

But all this does not mean that the human being as a source of eco- 
nomic services can be treated m theory as wealth or capital, or ad- 
ditions to human productive capacity treated as product, or the act 
of making them as production, as m the case of material wealth. 
There is a fundamental difference, m the form of a somewhat para- 
doxical limitation to the individual’s ownership of himself The prin- 
ciple of inalienable rights, recognized m all free societies means not 
merely that one cannot sell himself outright, but that one cannot so 
much as give a valid lien on his services or make an enforceable con- 
tract to deliver them for any considerable time m the future. In 
other words, he cannot capitalize his earning capacity. Having no 
economic value to anyone but himself, he has in effect none at all 
He cannot keep a capital account with himself with any degree of 
accuracy and has little incentive to do so, and it would have little 
meaning if he could. And the same is true of parents in relation to 
their children. Because of these facts, the human being as a producer 
is m a different position from pioperty or capital, and activity ex- 
pended upon him, by himself or another, must be treated (m so far 
as it comes into the economic reckoning) as the rendering of serv- 
ices instantly and finally consumed. This we actually know to be 
partly false to the facts, much effort and expense laid out on human 
beings, by themselves and even by others, is clearly, m terms of mo- 
tivation, investment for the sake of a future return, on a par with 
the construction of income-yielding implements and materials. Pro- 
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fessional education-often earned out with borrowed money— is the 
typical example. But the exigencies of accounting, which embody 
the rationale of management, preclude analytical treatment in these 
terms 18 

The third type of agency recognized m the classical writings m 
connection with production, namely land, was really defined as “un- 
produced,” le, “the original and indestructible powers of the 
soil . 7719 This is the difference between land and “stock” or capital 
goods The view, though so largely followed even down to the pres- 
ent and by the best economists, is a tissue of fallacies. In the first 
place, the historical question is irrelevant to economic theory m the 
strict sense, because the economic point of view is forward-looking* 
“bygones are forever bygones . 77 And the notion that what are called 
“natural agents” are not produced (in the sense m which any mate- 
rial agents are produced) is false and reflects a false conception of 
production. In so far as economic conditions have held good in the 
past, i.e , to the degree that people knew what they were doing and 

18. It is true that at various points in the classical writings (not to mention 
modem expositors) we find explicit or implicit reference to a supply function 
for labor and a cost of production It is also true that in recent history efforts 
have been made (cf Fisher, Huebner, and many others) to define and measure 
the capital value of human beings. These notions cannot be given critical ex- 
amination here. Our conclusion must be that it is impossible to separate m the 
expenditure upon human bemgs the elements which represent respectively (a) 
want-satisfaction or consumption proper, (b) maintenance, and ( c ) growth of 
productive capacity, hence that it is necessary to treat all such expenditure as 
representing current final consumption 

The question whether the creation of human productive capacity is to be 
treated as “production” is explicitly discussed only by Mill of the four writers 
considered here, and he takes both positions (cf pp. 46 and 48 vs 51-52) The 
kinship of labor capacity with capital is referred to by Smith in various connec- 
tions (e g , Vol I, pp 103, 123) In his general analysis of capital (Book II, chap 
i, pp 264-65) Smith explicitly includes in fixed capital “the acquired and useful 
abilities of all the inhabitants or members of the society ” But these “abilities” 
are certainly not included m the “value” product which distinguishes productive 
labor in the definition with which chap in of Book II begins (p 313) Senior 
makes much of the relation, analyzing nominal wages into “all three” types of 
return wages proper (payment for direct sacrifice), profit (payment for train- 
ing acquired at a cost), and rent (costless surplus) (see pp 128 ff, also pp 61, 
69). Ricardo gives no discussion of production— m classical terms productive 
versus unproductive labor— but his allusions to the topic show that he accepts 
Smith’s position (see especially chaps, vii and xx) . 

19. As to whether land “produces” or not, the writers take contradictory posi- 
tions. The crucial point is that they had no clear notions of production or the 
(symmetrical) relations between agencies m production, because they had none 
of mechanical causality. See Part I on the fifth aberration and the argument of 
Part III, passim 
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there was effective competition, the use of labor and property in 
pioneering and all exploration and development activities could not 
yield a return smaller or greater than that obtainable m any other 
use. That is, the result must be equal in value to its cost. This is true 
even if possession be obtained by a mere contest or fight, and not 
less so because such activity would not be socially necessary 01 
useful. 

As to the facts, economic conditions have obtained m a country 
like the United States m as high a degree as m other fields of activ- 
ity, and the social utility of the activities challenges comparison with 
any whatever. It is no doubt true that m comparison with many oth- 
er types of capital creation, the results of expenditure of productive 
capacity m the natural-resource field as a whole are less accurately 
foreseeable and m consequence may be expected to show a wider 
dispersion from the competitive norm of equality. In so far as the 
divergence follows the ordinary law of error, it will be equal in both 
directions. But, in fact, the well-known principles of gambling psy- 
chology may be expected to skew the distribution as a whole m the 
unfavorable direction. In the more highly aleatory subdivisions of 
the field, such as prospecting for precious metals, this result is a fa- 
miliar and undisputed fact, and there is no reasonable question about 
it in the field as a whole. But, again, some other types of capital cre- 
ation also present a high degree of uncertainty, and no general dif- 
ference between natural resources and other types of capital goods 
can be defended. Land is capital merely, defined m any realistic way, 
it presents an infinite variety of conditions as to maintenance and 
leplacement requirements, and possibilities of increase in supply, as 
does any other general class of capital instruments . 20 

There are numerous other forms or embodiments of capital be- 
sides material agencies, such as inventions of every sort and vari- 
ous special advantages m production. The relation of most of these 
to monopoly is fairly evident as a fact, but its precise character de- 
fies general formulation. The question whether their creation is pro- 
duction can only be mentioned. The same applies to other vital but 
difficult problems in the meaning and scope of production. It would 

20. In a physical analysis, as we have seen, labor power is also produced at a 
cost, and it has to a considerable extent the other properties of capital The 
classification of types of productive agents and of productive capacity is a tech- 
nological problem and also a sociological and human one, but economic theory 
is concerned only with the fact that there are different lands, which co-operate 
in production, and with general characteristics, not with descriptive classifica- 
tion See pp 58 ff. 
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be reasonable to restrict all economic production to the creation of 
salable value under “economic conditions,” meamng that the activ- 
ity is deliberate and is carried on m view of, and motivated exclu- 
sively by, a perfectly correct anticipation of its consequences, all 
measured m exchange value terms by a perfectly competitive mar- 
ket. In reality, the capacity of most economic resources is allocated 
m some vague way between the production of exchange value and 
other (non-pecumary) uses, in infinitely complex variety, of which 
the leisure use of men’s personal powers (the basis of the pam 
cost of labor) is the type. There are no definite boundaries, either 
(a) to the activities organized through the price system, or ( b ) to 
those of an individual which it is realistic to regard in economic 
terms as involving the rational allocation of resources. The activities 
of government would also constitute a special problem. In general, 
the difficult problems of production and product arise largely in 
connection with economic growth— the production of productive 
capacity (so-called only for reasons of accountmg necessity ). 21 
There is little of all this in the writings of the classical economists 
—and not much that seems to the writer very much to the point in 
any later economic literature with which he is familiar. 

The question of the conception and classification of productive 
agencies, to which we now turn, overlaps extensively with that of 
the meamng of product, and relatively little need be added to what 
has already been set down The historical problem is that of explain- 
ing the origin (and persistence) of the indefensible “trinity” of fac- 
tors . 22 As a classification of agencies, the theory might have been 
derived by distinguishing first between human beings and non-hu- 
man things and then dividing the non-human, but not the human, 

21. It is common usage in economics to refer to phenomena of growth or 
change m the given general conditions of a stationary economy as dynamic and 
to this general branch of study as “economic dynamics,” m contrast with “eco- 
nomic statics.” This is misleading, because entirely different from the meaning 
of the terms “statics” and “dynamics” in the field of theoretical mechanics, from 
which they are taken. Dynamics deals with motion, and the workmg of a sta- 
tionary economic system involves the analogue of motion The process of estab- 
lishing a moving equilibrium under stationary conditions might more reasonably 
be called economic dynamics. Changes in these given conditions (wants, re- 
sources, and technology) , are analogous with nothing dealt with m the science 
of mechanics and should be designated by some other term, such as “historical” 
or “evolutionary” economics. 

22, This term was not used by the British classical writers and is said to come 
from J. B. Say. 
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group into two subclasses, the unproduced or natural and the pro- 
duced or artificial. Reasons which seem to justify the first dichot- 
omy have already been given in the differences in ownership rela- 
tions and facts which follow from these . 23 It may be added that be- 
cause human beings are not property m the full sense of capital, and 
investment in them is not made under approximately economic con- 
ditions, there is no effective tendency for such investment to yield 
a return equal to the general market rate, 1 e., for value to equal cost. 
But the basic distinction between labor and other factors is institu- 
tional rather than theoretical-economic In a society where all labor 
was performed by slaves, it w’ould obviously be pointless. 

Moreover, neither labor nor capital, as a class of things, is prop- 
erly a “factor of production.” This term suggests internal homo- 
geneity, with effective distinction from other, similar “factors,” and 
fluidity, calling for a high degree of divisibility. The description is 
somewhat applicable to unskilled laborers as a separate group, and 
m less degree to other particular groups. Specialized, or skilled, 
workers are likely to be more or less attached to a locality and con- 
ditioned to a particular enterprise Mobility of laborers over long 
periods of time is a matter of social stratification— the “non-compet- 
ing groups” of Cairnes, though m more recent times and newer re- 
gions the groups or strata tend to fuse into a continuum. The degree 
to which this stratification rests on biological differences, in com- 
parison with social institutions and conventions, is a matter on which 
learned as well as popular opinion has gone through several cycles 
since Smith so confidently asserted the eighteenth-century view that 
it is almost entirely a result of nurture. In a causal sense, all human 
capacity is socially and artificially created, in so far as its creation is 
under control and is controlled by economic motives, labor and its 
mobility form a subhead under the capital problem A quantity of 
labor has meaning only m terms of value, which is the imputed share 
of product value. 

On the capital or property side of the division, the outstand- 
ing fact is the contrast between short-run and long-run conditions 
For capital goods, as they stand at any moment, homogeneity and 
distinctiveness of classes and other qualities are questions of brute 
fact, and the predominant fact is specialization, complementarity, 
and immobility, in almost infinite variety. In the long run, the ques- 
tion is one of the fluidity of capital between different forms of in- 
vestment. On the side of exodus from any employment, fluidity 

23 See pp 52-53 of this article 
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beyond that of the concrete agency depends (inversely) upon dura- 
bility, while on the side of entry into an employment, it depends 
(inversely) on the period of construction. But mobility in the ab- 
stract is far less a problem than foreknowledge of conditions calling 
for movement, making it possible to plan for it a sufficient time m 
advance. In addition, mobility is not a matter of an individual agency 
or item, which, indeed, has little meaning, but of an interrelated 
complex in space and time. Specialized goods are complementary to 
other specialized goods and to specialized laborers and are produced 
by other specialized goods and laborers. Again, mobility is a com- 
posite of elements— time, or speed of transfer, and cost, which m 
turn includes direct outlays of many sorts and loss of efficiency. The 
mobility of the capital invested m any item is dependent on facts in 
infinite detail. None of the factors in it can be measured at all def- 
initely, for there is no economic magnitude available as a standard 
which is not changed by any shift m the productive organization 
Yet analysis has to recognize such differences, and the production 
manager must estimate them as accurately as he can. 

Capital is the ideal “factor of production” and is theoretically 
(meaning in a society completely economic) all inclusive. Groups of 
concrete things approximate more or less to its empirical character- 
istics, while they exist as such. Obviously, capital is something very 
different from a class name for a group of things. The entire treat- 
ment of the subject of productive agencies has been vitiated by a 
confusion between the classification of things and the analysis of 
types or sources of productive capacity. This is particularly evident 
in the distinction between “natural” and “artificial.” The productive 
capacity of any concrete agent may be more or less realistically ana- 
lyzed into qualities resulting from previous human activity and those 
given by nature, and the previous human activity will have been 
more or less “economic” in intention and result. But to the extent 
that human activity in general is economic, all the exchange value 
represented by any agency will be accounted for in terms of that 
source, the “natural” attributes contributing nothing. Human beings 
might be similarly analyzed, or they might be classified, quite as re- 
alistically as non-human things, according to the predominance of 
the one or the other source of their productive capacity . 24 

24 . As regards natural resources, the political interest is a further source of 
confusion. There is no contradiction between complete equality between value 
and economic cost of all such resources within any country, and the greatest 
difference between countries is the effectiveness with which existing productive 
capacity can be employed in producing these types of capital goods. 
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To explain the origin of the three-factor theory, we should go 
back to the historical conditions in which our economic conceptions 
were formed. General usage has long, and properly, recognized the 
three forms of income— wages, land rent, and return on capital (or- 
iginally thought of as including profit 25 as well as interest). In post- 
feudal Europe, when our economic terminology was taking shape, 
the recipients of these three forms of income were fairly distinct 
social classes— laborers, landlords, and the middle class The idea of 
distribution as a division of the total product among such classes is 
undoubtedly the point on which the classical economists went 
wrong . 26 But discussion of this topic belongs to the treatment of 
productive organizations (see Part III) . The three social classes have 
no comparable reality today, particularly in the “newer” parts of 
the world; and in any case, if distribution is a phenomenon of com- 
petitive valuation, classes have nothing to do with it. 

Another vital factor in the genesis and persistence of the three- 
factor view is undoubtedly the influence of the doctrine of pam 
cost as an explanation of the prices of products. The division might 
be systemized m these terms. Land would be defined by the absence 
of the effect of pam, presumably in both use and origin. The fallacy 
as regards use has been indicated when it was pointed out that the 
meaning of the pain of labor is the competition of non-pecuniary 
employments, and this obviously applies to land as well. The same 
reasoning fits the “production” of land also, as soon as it is seen 
to be produced, and the general relation of pain to production is 
understood. 

Labor, of course, was virtually defined as pain, undergone for the 
sake of production, which was taken as the universal basis of value 
This view has been criticized above. 

As regards capital, one of the great inventions of the classical 
school was Senior’s doctrine of abstinence This functioned as a pam 
cost, corresponding to the interest element in the value of a product 
in a manner analogous to the pain of labor in relation to the wage 

25. The classical treatment of the entrepreneur function and the correspond- 
ing type of income (or lack of such treatment) will call for notice m Part III 

26. See Ricardo, Preface, first paragraph; Senior, p. 88, heading. Mill’s refer- 
ence to classes is more casual and uncertain in meaning (cf. pp. 353, 417). Smith 
speaks of the different “ranks” of the people, in his heading to Book I, and of 
‘Tanks and conditions of men” in the brief “Introduction and Plan” (pp 2, 4) 
None of the writers had any notion of a class as scientifically defined by 
sociologists. 
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element. 27 But there is much confusion here, which has also persisted 
to the present. Senior is emphatic that “abstinence” is the sacrifice 
incurred in creating capital. After capital “has become, whether by 
gift or by inheritance, the property of a person to whose abstinence 
and exertions it did not owe its creation,” the profit ceases to be 
distinguishable from rent (p. 129). For Mill, however, “As the 
wages of the labourer are the remuneration of labor . . . the profits 
of the capitalist are . . . the remuneration of abstinence . . . what 
he gains by forbearing to consume his capital for his own uses . . 

(p. 405, our italics). Neither of them clearly saw the relation be- 
tween the cost of capital in this sense and the direct, contemporary 
subjective cost of its use mvolved in giving up the use of existing 
capital for non-pecumary enjoyments. The latter is the meaning of 
the “pain” involved in labor and is the only subjective sacrifice 
which can be held to be remunerated or motivated by the current 
money payment of interest. 

This is most easily shown in relation to the non-consumption of 
existing capital. Assuming an interest rate of 5 per cent, one could 
enjoy double his net return by consuming the capital over about 
fifteen years. But to regard the $5 (per year on each $100) as pay 
for giving up $10 is palpably absurd. The only pecuniary incentive 
for not eating up the investment is the anticipation of having the 
net income beyond the fifteen years (or other period). But when 
this time arrives, as “now,” the interest will, at the margin, exactly 
balance the day-to-day subjective cost of renouncing the use of the 
capital (viewed as permanent) for direct (non-pecumary) satisfac- 
tions. That is, the capitalist never gets any pecuniary remuneration 
for non-consumption, and similar reasoning will show, a fortiori , 
that a saver never gets any for the original sacrifice of current con- 
sumption during the period of accumulation. 28 

27. See Senior, pp. 59, 89. Note the inconsistency in the definitions of ab- 
stinence, one calling it an agent, the other a kind of conduct. The germ of the 
abstinence idea is visible in Ricardo’s repeated references to the time required 
to bring products to market and to the effects of the durability of capital on 
product value. In Economica for February, 1933, Mr. Victor Edelberg ingenious- 
ly argues that Ricardo expounded a “sound” theory of capital, d la Bohm- 
Bawerk. The present writer is unable to find m Ricardo’s discussion very much 
either of Bohm-Bawerk’s analysis or of a sound one, which to him mean very 
different things (cf. n. 29) . 

28. The paradox is identical with that raised, but not analyzed, by Marshall, 
in meeting Nicholson’s objection to consumers’ surplus ( Principles , p. 127, n.). 
The choice mvolved in saving is analogous to that of moving from Africa to 
England m Marshall’s illustration. If one lives in Africa on an mcome of £1,000 
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Saving involves abstinence, not “waiting,” as later writers have 
erroneously preferred to call it, following Marshall, who took the 
term from Macvane. Mill himself glimpsed the fact (p. 405) that, 
even apart from the considerations brought out above, the capitalist 
could “often” increase his consumption during his own lifetime by 
consuming the capital. In fact, he could always do so, on the average 
more than doubling it, and in a majority of cases the saver decreases 
his absolute total consumption by saving. 

Senior makes no attempt to connect the quantity of capital with 
the quantity of abstinence or to define quantity of capital m any 
way. It was left for Bohm-Bawerk and his successors to develop in 
this direction Senior’s clear references to the interval, or period, 
which elapses between the employment of the labor, or the laborer 
and natural agent (p. Ill vs. p. 93), and the sale or completion of 
the product. 29 

In addition to the pain relation, it might be argued on purely gen- 
eral grounds that labor and capital depend for their continued ex- 
istence upon their receiving a remuneration, while this is not true 
of land; and traces of this view may be found in the classical writers. 
The precise relation between the quantity of remuneration and the 

per year, spending it rationally, one’s total utility and its subjective cost is £ 1,000 
per year, and in England it is the same Yet there may obviously be a gain m 
moving, at a cost, because of the difference m the composition of the utility 
stream purchasable with the same money. Similarly, there may be a sufficient 
incentive to save in the privilege of securing m the future an enlarged utility 
stream at an equally increased cost (though that is not in any important degree 
the real motive of saving) . 

The notion of maximizing “total utility” (defined as whatever men do max- 
imize in behaving rationally) will serve to explain the expenditure of a given 
income among given alternatives of choice But any attempt to use it to explain 
movement from one economic situation to another seems to run inevitably into a 
double-counting paradox. For a present act must be explamed by a present mo- 
tive, and psychologically it seems that the books actually do balance from mo- 
ment to moment— and not merely “at the margin,” either. If we give up using 
quantity of utility to explain changes taking place over time, we are released 
from assuming that consumers' surplus is “real,” and our reasoning harmonizes 
with the fact that no one in a routine situation experiences the free satisfaction 
pictured by the theory. 

29. The main argument of this part should suffice to make it clear that there 
is no relation between the quantity of capital used in a society and the length of 
any “production period” or interval between production and consumption. Real 
production is simultaneous with consumption, while the time taken to build up 
the capital of society is its entire period of historical growth. The production 
period and service life of concrete things have no definite relation to the quantity 
of capital. Cf. also articles by the author in Economic Essays in Honour of 
Gustav Cassely m Economica for August, 1934, and m Economic Journal for 
March, 1935; and also Part III of the present essay 
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requirement for the existence of the factor is, of course, not dis- 
cussed, but the same is true in the pain theory, and quantitative re- 
lations could not be discussed intelligently without bringing in the 
marginal principle. 

In relation to land, we find clear evidence of another distinction, 
m the assumption that land is available for only one use, 1 e , pro- 
dues only one product, while labor and capital are subject to com- 
petition from a plurality of uses. There is, in fact, a fundamental 
difference between specialized and unspecialized agencies, but 
there is no correspondence between this distinction and that be- 
tween natural resources and capital goods or labor. (And agriculture 
represents more a stage in production than even a distinct group 
of products ) Only an arbitrary classification of productive agencies 
can be made on the basis of specialization, which is purely a matter 
of degree To discuss the fallacies in these views would require tak- 
ing up in detail the separate questions of supply curves for produc- 
tive agencies, for the services in pecuniary production of existing 
agencies, and for agencies or their services in particular pecuniary 
uses. 


Ill PRODUCTIVE ORGANIZATIONS AND DISTRIBUTION 
INTRODUCTORY IMPLICATIONS OF NATURAL PRICE DOCTRINE 

The “correct” approach to the theory of distribution in econom- 
ics is by way of a theory of productive organization; in fact, a 
sound distribution theory is hardly more than a corollary or foot- 
note to an exposition of the mechanism by which resources are ap- 
portioned among different uses, and organized m each use, under 
the forces of price competition 30 The “sense” in economics as a 

30 Some apology seems m order for the absence of references to previous 
writers A critique of previous critiques would be another labor equal to the 
survey itself, and I should not care to undertake it Acknowledgments are also 
beyond my ability to state I have learned from the better known historians of 
economic thought but am not conscious of indebtedness to any one m particular 
for any of the main interpretive ideas (such as they are) presented here Except 
for running through a few chapters of Carman’s history of production and dis- 
tribution theories, I have made no direct use of published work m preparing the 
essay, which presents the results of an effort through years of teaching to get at 
“what it is about” and makes no pretense to scholarship I should be more in- 
terested m making acknowledgments to students who have written suggestive 
papers, but that also is out of the question For a general check on the argu- 
ment and aid m connection with references, I relied upon an able graduate 
assistant, Miss Rose Director (now Mrs. Milton Friedman), who was then work- 
ing over the material intensively m connection with a more specialized study m 
the history of the theory of capital 
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subject for study is derived from the idea of increasing the efficien- 
cy of action (i.e., of economy of resources) through mutual ren- 
dering of services by individuals. Historically, the development of 
the science may be imputed to the realization that purchase and sale 
represent and mediate such an exchange of services , 31 with a few 
individual exceptions, men seem never to have had this realization 
before the eighteenth century but to have regarded it as axiomatic 
that what anyone gains m a pecuniary transaction someone else must 
lose Under analysis, a socially general effort to profit by exchange 
relations takes the form of a tendency toward a maximum (viewed 
as a state of equilibrium for the society as a whole), through the at- 
traction of every increment of service capacity into its “best” use for 
the mutual advantage of both parties, i e., the owner of the increment 
of capacity and the consumer of its service (who gets the service in 
exchange for that of some increment of capacity owned by him). If 
it is seen that this urge on the part of individuals as owners of 
service capacity is the organizing force in all price relations, and in 
the economic life which prices mediate and reflect, it becomes tru- 
istical to remark that the distribution of the product of all service 
capacity, considered as acting jointly, is on the basis of increments 
of yield . 32 

31. Services may be rendered personally or by granting to another the use of 
some external thing which one owns. There is no important analytical difference 
between the two sorts, either m economic theory, in social psychology, or m 
ethics. 

32 All such statements should be accompanied by others emphasizing the con- 
siderations which tend to make nonsense (instead of sense) out of the study if 
they are not carefully taken into account (1) The individual, including produc- 
tive capacity m personal and property form, on the one hand, and knowledge, 
taste, and judgment as consumer, on the other, is taken as an absolute datum 
(The severe limitations of this procedure cannot be developed here) (2) The 
individual as a datum includes also his comparisons of present and future, and 
(3) either includes his attitude toward uncertainty (security vs adventure), 
which cannot conceivably be formulated accurately, or else we are forced to 
make the impossible assumption of universal omniscience of the future (4) It 
is assumed that individuals behave in a purely individualistic way, without collu- 
sion and without antagonism This assumption, too, is highly unrealistic, m par- 
ticular, it is theoretically impossible for two individuals m a system simultane- 
ously to act intelligently in a way which at once takes the system as a set of 
given conditions of action and modifies it m any way, unless the action is fully 
preconcerted, which, of course, means collusion It should be noted, too, that 
practically any aggregate of individuals within an economic system can profit 
by collusion, the only question is whether the gain will be greater than the cost 
of organization, which is a conception so subtle that analysis m general terms 
cannot be carried very far. (5) Finally, and perhaps worst of all, it is not true 
that the things really and finally wanted by human beings are typically, or in a 
major degree, physically measurable or that value-experience is a mathematical 
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Distribution really presents no special problem, unless the fact of 
indirect instead of direct demand may be regarded as such. The 
special theory of distribution usually given in our textbooks is sim- 
ply a theory of joint demand, but, in fact, the demand for final prod- 
ucts is overwhelmingly of that nature. The notion of indirect de- 
mand itself is purely a matter of degree, the designation of a really 
final product must be more or less arbitrary, and the results must be 
treated as final for the purposes of discussion, which are technically 
removed in various degrees from the theoretically final result of 
“psychic income” or whatever it is called. Moreover, distribution 
theory has little meamng apart from a theory of general equilibrium 
For, obviously, the effective demand for any resource service de- 
pends on the distribution of income itself; and it is, of course, a re- 
flection of the price of products, while the price of the service is a 
more or less price-determining element in the cost of the products. 
All the relations m question are relations of mutual determination in 
a framework of given conditions. 

We should keep in mind, too, that a sound distribution theory 
must rest upon clear notions ( a ) of the meaning in quantitative 
terms of the resource-services priced, and (b) of the mathematical- 
logical principles of a functional connection between variables of 
small increments and variable proportions. On all such matters the 
classical writers were either unsuspecting or utterly confused. 

The problem of interpreting the classical works in their treatment 
of distribution is more obscure than it would be if all theory of or- 
ganization were absent. What we find, however, is that the discus- 
sions of value theory give, m connection with natural price, a fair 
indication of the general nature of the organization mechanism and 
process under price competition, but that the chapters on distribu- 
tion ignore this reasoning and approach the subject from an entirely 
different pomt of view. In other words, the discussion of cost of 
production in relation to price is in general realistic, even if seriously 
incomplete, but the writers had little or no comprehension of the fact 
that the costs of production are identical with the distributive pay- 
ments—that the two are simply the prices of productive services un- 
der different names. In the chapters dealing with distribution, i.e., 
with the various “shares,” there is no approach to the subject in 

function of physically measurable causes or sources. Economic values are really 
instrumental to values inherent in process rather than result and in a social con- 
text rather than the physical world. 
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terms of competitive pricing or of supply and demand; also, there 
is little explicit theory of organization, while such organization 
theory as is stated or most clearly implied is of another sort than the 
analysis of allocation and co-ordination of resources through price 
competition. 

It is m Smith that we find much the clearest view of the organiza- 
tion process developed m connection with the theory of natural 
price . 33 Smith explicitly places the three types of productive agen- 
cies— “land, labor, and capital”— in the same position and role in the 
process of economic readjustment and treats them all as productive 
capacity, not as “pain .” 34 Smith makes it fairly clear that the process 
of adjustment is one of transferring resources of any of the three 
kinds (individually) from less to more remunerative uses until the 
remuneration in all competing fields is equalized. In Ricardo and his 
followers, the essential phenomenon is the equalization of the re- 
turn on capital, which is supposed automatically to equalize at the 
same time the return to labor 35 All the Ricardian writers put land 

33 See Wealth of Nations , Book I, chap vii, “Of the Natural and Market 
Price of Commodities ” 

34 The question of the nature of cost of production, especially its relation to 
pam or sacrifice, was, of course, one of the main sources of controversy and of 
confusion m the whole body of classical literature. Two questions were really 
involved (1) what it is that the money oudays of the producers really pay for, 
and (2) the meaning of sacrifice On both points, the classical writers were m 
general wrong. What any outlay pays for is a service to the person making the 
payment and not a pain, and to the person rendering the service a sacrifice which 
is voluntary, or connected with a choice, is, in any rational view, simply the 
giving-up of one alternative to get another, which must be equal or greater, or 
the choice would not be made. 

Regardmg pain as the basis of production and of value, it is interesting to note 
that even Ricardo clearly recognized (chap l, sec 2) that the wage payments 
themselves do not correspond at all to the pam of the laborer, and Mill empha- 
sized (p. 388) the tendency to an inverse correspondence where the wages go 
to different laborers m different wage groups In the face of the unescapable 
facts, the related dogmas that labor is a homogeneous factor, rather than an in- 
definite plurality of kinds, and that prices must correspond with a meaningless 
pain cost, forced the writers into absurdity The culmination m connection with 
labor was Caimes’s theory of value in terms of the “non-competing groups ” As 
already noted, Senior’s great contribution was the interpretation of capital as 
pain m the form of abstinence, the dimensional confusions m this notion were 
also pointed out above (see Part II, pp 58 ff ) 

35. Chap, iv in Ricardo gives the argument corresponding to Book I, chap, vn 
m Smith, under practically the same title, “Natural and Market Price.” In Senior 
we have no separate section on the subject, but see his emphatic statements, 
especially on pp. 97, 101 ff. (He uses here the expression “labor and capital,” but 
the argument as a whole will show that the meanmg is not different from that 
of Ricardo; the heart of the matter is that a fixed amount of capital always “sup- 
ports” a fixed amount of labor.) In Mill the equalization process receives rela- 
tively little attention in connection with the discussion of value but is discussed 
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in a special role in relation to cost (as does Smith, m part, in his 
chapter on rent, in contrast with the chapter on natural price) . The 
details of the theory will be taken up presently. 

Apart from his notion of three homogeneous factors, Smith falls 
short in two respects of giving a real theory of distribution. In the 
first place, and of chief importance, there is no clear recognition of 
the fact that his “ordinary or average rates” of wages, profits, and 
rent are themselves variables determined by the adjustment, being 
merely the rates at which the remuneration of each factor respec- 
tively is equalized among all competing uses when the available (or 
forthcoming) supply is fully employed in the best way. He seems 
to think of the transfer of any productive service into or out of any 
industry as affecting the price of that product (through quantity, 
a demand curve being implied but not clearly recognized) and of 
that service m that use, bringing both into harmony with the general 
average price paid for the productive service, taken as given. In the 
second place, there is no recognition of what is now generally 
treated as the central problem of distribution, namely the deriva- 
tion of demand prices of factors separately through the imputa- 
tion of the joint product, or its value, among the various agencies 
which co-operate in producing it (in connection with variable pro- 
portions m any productive unit ). 36 

at length in connection with labor and capital (wages and profits) separately 
(see below) 

Mill’s discussion m the first section of his chapter on cost of production (pp 
451-52) is thoroughly muddled as to the meaning of cost He says (p 452 6) 
“As a general rule, then, things tend to exchange for one another at such values 
as will enable each producer to be repaid the cost of production with the or- 
dinary profit, m other words, such as will give to all producers the same rate of 
profit on their outlay But in order that the profit may be equal where the out- 
lay, that is, the cost of production, is equal, things must on the average exchange 
for one another m the ratio of their cost of production things of which the 
cost of production is the same, must be of the same value ” This seems to be a 
reworking of Ricardo’s statement (p 50) to the effect that if a manufacturer 
should continue m a trade, “it would be only on condition that he should derive 
from it the usual and general rate of profits on stock, and that could only hap- 
pen when his commodity sold for a price proportional to the quantity of labour 
bestowed on its production.” 

Ricardo seems at least to make his meaning intelligible, however untenable his 
doctrine, which can hardly be said of Mill Ricardo’s position, as we must re- 
peatedly emphasize, is that a fixed amount of capital always employs a fixed 
amount of labor, capital cost and wages paid are identical and measure “labor 
cost ” 

36 This omission may be connected with Smith’s earlier acceptance of the 
dogma that labor produces all wealth (related to the doctrine of pain cost) with 
which the chapter as a whole is in outright contradiction. The inferiority of the 
treatment in the later writers may also be due to their being still more influenced 
by this dogma. 


[ 65 ] 



On the History and Method of Economics 

Smith, of course, gives, following his chapters on wages and prof- 
its and preceding the chapter on rent, a separate discussion of dif- 
ferences m wages and profits in different employments* The same 
general pattern is followed by Mill, while Semor concludes his book 
with such a discussion Ricardo gives only brief notice to the fact 
of differences, incidental to the argument of chapter iv (on natural 
price). All the treatments suffer from the theoretical defects just 
noticed, they fail to recogmze that the process of equalization de- 
termines the general level or to explain the mechanism by which the 
factors separately are allocated among uses and among producers 
(and combined m each use and each productive unit). Indeed, the 
notion that labor and capital are separately movable contradicts the 
doctrine, so often stated or clearly implied, that the proportions of 
the two are fixed. And, of course, all the authors are wrong in not 
applying the same principles of equalization to land— which would 
force recognition, actually lacking, of the fact that uniformity of re- 
turn in any connection has meaning only to the degree that the 
base is homogeneous. 

GENERAL VIEW OF THE SYS TEM 

When the classical writers, in their chapters treating of the dis- 
tributive shares, turned away from the near approach to a realistic 
view of production and distribution presented in their discussion of 
value theory (natural price) and expressly took up our subject, they 
did not give up the notion of a “system” of distribution or even one 
of productive organization. Their theory is of little value as an ex- 
planation, because it ignores the essential phenomena of price com- 
petition and of economic organization through price competition, 
but this does not mean that it is false to the facts, still less that it is 
uninteresting. Beginning almost unconsciously with the idea of three 
shares, corresponding to the three social classes 37 and presumably 
to three social functions and three distinct sources of income, they 
attempted to picture a social process of division. The matter of most 
direct concern in the exposition seems to be the order in which the 
shares are assigned to the respective classes. In the very nature of 
their approach the actual mechanism has to be inferred, and any 
exposition of the system must involve debatable interpretations of 
diverse statements which can hardly be reconciled into consistency. 
It must be based chiefly on Ricardo and later writers, for Smith’s 

37 See Part III, pp. 58 ff. 
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strength was not in system but in realism of detail, but Smith pro- 
vided practically all the materials used later . 38 

In form, the resulting Ricardian system of distribution is a 
double dichotomy. The social product as a whole is first divided be- 
tween the land on the one hand and the labor-and-capital on the 
other, and then the labor-and-capital share is divided between its 
two claimants. The primary fact, in Ricardo’s view, is the peculiar 
character of rent as not entering into the price of the produce . 39 
The view of rent as a surplus taken by the landlord as a first 
claimant superficially simplifies the problem to a dichotomy, only 

38 Except the idea of an increment of product associated with an increment 
of resource, of which there seems to be no clear trace in his thought 

39. If this doctrine meant what it said, that rent does not “enter into” or “form 
a part of” (Hume) price, it would imply that the aggregate value of the prod- 
uce would be equal only to the sum of wages and profit, and the source from 
which rent would come is a mystery. What was meant was, of course, that the 
money payment for rent, and land use itself, are not causal m relation to price 

The general problem of interpreting Ricardo is too large and difficult to be 
attacked here, but one or two observations may be worth noting Ricardo's pri- 
mary interest m value theory was to make the theory of value monistic, and 
we might say absolute, in contrast with what seemed to him the pluralism 
and circularity (relativity) of Smith’s reasoning. The task he set himself was 
twofold to get rid of all use of prices to explain price, and to find some one 
thing, not itself a price, to which the price of a product must be equal For 
fairly simple reasons, he picked quantity of labor. To explain price in this way, 
he had to explain away the price-determining roles of capital and land (or their 
remunerations) and to overcome the further difficulty that for common sense 
the price of labor as paid by the entrepreneur does not correspond to its quanti- 
ty. Only one aspect of his procedure calls for notice here He emphatically as- 
serts (chap. 1 , sec. 2) that he is not concerned to explam the “absolute” value 
of commodities, but only the “variations in the relative value,” which he says 
are not affected by the differences m remuneration of different grades of labor 
The misuse of words is characteristic, he means that he is concerned with 
changes m relative value, not with actual relative value at any given time. In 
other words, his contention is that he is concerned with historical changes and 
not with equilibrium relations or tendencies, a position characteristic of many 
modern writers. The difficulty (as with his later emulators) is that a large part 
of what he says makes sense only m connection with a theory of equilibrium. 

If we could view Ricardo’s system m a purely historical light, as an explana- 
tion of contemporary events, it would, m a general way, fit the facts as to the 
outstanding changes m England during the half-century prior to the date of his 
book. The mam fact was an increase of several fold m the prices of agricultural 
relative to manufactured products And it would be correct to explam this, in 
the main, and speaking superficially, by the increase in the efficiency of labor in 
manufactures through inventions, and its decrease m agriculture, m consequence 
of the pushing outward of the margin of cultivation (See especially Ricardo’s 
“Essay on the Influence of a Low Price of Corn on the Profits of Stock ”) The 
latter change was a consequence of the increase of population and the disrup- 
tion of foreign trade by the wars. The first was a phase of the Industrial Revolu- 
tion, which also underlay the growth of population. 
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one share need be really explained, the other is fixed by subtraction. 
The one more or less independently explained is wages, leaving 
profit as a residuum. Thus the treatment of distribution falls, or 
should fall, into two parts, the theory of rent and the theory of 
wages— in that order of sequence, and the organization mechanism 
must fit the same scheme 

The general conception of productive organization m relation to 
distribution is worked out by the classical writers only in connec- 
tion with agriculture and with that only in a primitive form or as- 
pect. Regarding every other phase of economic life, only extremely 
long-range and dubious inference is possible In the situation the 
lines of which we can draw with some confidence, capital is thought 
of as in the literal sense “supporting” labor, and the two are “applied 
to” land. Production is carried on and directed by the “capitalist,” 
who m the first instance owns all the product 40 Production must be 
thought of as carried on m an annual cycle. At the end of the year, 
when the harvest is in, the capitalist-employer first pays his rent— if 
he uses any land superior to that at the margin of cultivation. He 
then divides the remaining product into two parts, one for his own 
use in consumption, and the other for the support of labor the next 
year. This second part replaces, continues, and constitutes his “capi- 
tal,” which is each year “advanced” to laborers. The rent or land- 
lord’s share (like that of the capitalist himself) is not thought of as 
advanced or paid out of capital. This can be rationalized only by as- 
suming that the laborer is paid for his services (or the pay set aside 
and earmarked) at the beginning of the year, before they are ren- 
dered, while the landlord is paid at the end of the year. (In the 
writers’ own exposition, none of the shares is treated as payment for 

40. See especially Senior, pp 93, 94, Mill, pp. 417-18, m Ricardo and Smith 
the assumption is clear beyond doubt. We find abundant recognition of lending 
at interest, but no separation of entrepreneur and capitalist functions Karl 
Marx, who m so many respects is more classical than the classicals themselves, 
had abundant historic^ justification for calling— l e., miscalling— the modern eco- 
nomic order “capitalism.” Ricardo and his followers certainly thought of the 
system as centering around the employment and control of labor by the cap- 
italist In theory, this is of course diametrically wrong The entrepreneur em- 
ploys and directs both labor and capital (the latter including land), and laborer 
and capitalist play the same passive role, over against the active one of the en- 
trepreneur It is true that entrepreneurship is not completely separable from the 
function of the capitalist, but neither is it completely separable from that of 
labor. The superficial observer is typically confused by the ambiguity of the 
concept of ownership The owner of an enterprise may not own any of the 
property employed in it, and further reflection will show that the same item 
of property may in different senses be owned entirely, or in widely overlapping 
degrees, by a considerable number of proprietors 
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services, not even wages, though they all, even rent, are occasionally 
referred to as such, especially by Smith and Senior, but it is now 
impossible to think of distribution m any other way.) We now take 
up the classical analysis m detail, beginning with the share which 
was first segregated, i.e , rent. 

RENT AND LAND UTILIZATION 

Ricardo’s treatment of rent is brief, and, in spite of the declaration 
m his Preface, it is oriented primarily toward the problem of rent 
m its relation to value and price rather than that of a distributive 
share. From the standpoint of this primary interest, it serves the pur- 
pose of eliminating an obstacle in the way of a labor theory of 
value. But, in spite of these facts, it is in connection with rent that 
we find the nearest approach in the classical writings to a real theory 
of distribution, meaning a process of imputation on the basis of final 
increments. In the theory, rent has two aspects; from the standpoint 
of production it is a surplus, an excess of the yield of capital, mean- 
ing capital-and-labor, over the yield m a situation where no rent 
is paid, while from the standpoint of distribution, it is a residuum 
after capital-and-labor get their joint share, determined by marginal 
productivity (pp 48-49). 41 All through the chapters on wages and 
profits, as well as that on rent, Ricardo consistently develops his 
rent theory in these terms, capital-and-labor, viewed as a single, 
homogeneous factor, are applied to land m successive doses (“por- 
tions”), and their remuneration is determined by the product of the 
last increment, the land receiving the remainder of the product, if 
any. It is made fairly clear, too, that the order of application is such 
as to keep the product of equal final increments uniform in all loca- 
tions. This reasomng obviously involves variable proportions of la- 
bor-and-capital with land, m two senses of the word. 

Though it may seem hypercritical, careful reflection on the text 
as a whole forces us to raise the question as to how clearly Ricardo 
really grasped the meaning of the incremental principle. In spite of 
his consistency in making fairly correct statements (in terms of his 
assumptions), we find on analysis a staggering number of essential 
things that he certainly did not understand. 

1. He did not see that all this is, or would be, under his assump- 
tions, the condition for maximizing the product as a whole. 

41. The use of the terms “surplus” and “residuum” in this technical sense ap- 
pears later, though all our writers refer to rent as the surplus product of land. 
See, e g., Smith, pp. 146, 147, Ricardo, p. 52, Senior, pp 90, 91, Mill, pp. 427, 472. 
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2. The absurdity of treating capital-and-labor as a homogeneous 
factor has been mentioned, and the underlying theory will receive 
attention m the next section, dealing with wages and profits. 42 

3. It is equally absurd to treat land as homogeneous except for 
differences in grade. If Ricardo had attempted to give a definition 
of land “quality” (in the sense of grade) he would surely have been 
forced to see that its only test or measure is precisely the rent pei 
acre— see below), and cannot be used to explain rent— unless one 
gives a thoroughgoing productivity theory. 

4. Ricardo has no real notion of proportions between capital-and- 
labor and land, for he has none of quantity of land. He never con- 
nects rent with any particular quantity of land, or m general with 
land at all; it is the capital-and-labor (or capital) applied to the 
land which yields the rent (p. 49). 43 He generally refers to the total 
quantity of land of a given grade m a society, but on page 48.6 a 
clear reference of this sort is immediately followed by an illustration 
of a particular tenant and his land, without reference to the con- 
ditions under which the second £1,000 of capital would be applied 
to such a particular piece of land 

5. We may group here some other indications that Ricardo did 
not really understand the principle of variable proportions ( a ) His 
“increments” are enormously large instead of negligibly small as a 
sound analysis requires. ( b ) The notion that it becomes “necessary” 
to take up new land or apply more capital to that already in use 

42. Ricardo says expressly (p. 59 6) that using less capital is the same thing as 
using less labor. As far as the duality of the capital-and-labor factor is con- 
cerned we must recognize that if the proportions are assumed to be fixed (which 
generally seems to be the assumption in the discussion of rent) , or if the use of 
more capital with a given quantity of labor through the payment of higher 
wages occurs but does not increase the total product (which is the assumption 
at some other points), then the grouping of two factors as one would not be 
illicit. (See next section ) The fallacy of treating labor as a factor would re- 
main, and the treatment of capital in the same way would have to be justified by 
a clear explanation of capital quantity, which is certainly not found in the classi- 
cal writers (and can be justified only with complex and fairly serious limitations). 

43 His doctrine as a whole undoubtedly requires that only labor be considered 
productive, though, m the Preface and in the second paragraph of the chapter 
on rent, he refers to “the produce of the earth.” Other classical writers make 
occasional statements more explicitly to the effect that rent is the value of the 
land-use or its product, which, of course, is a lapse into common sense incon- 
sistent with the general position (See Smith, p 344.) Senior (p 136) in one of 
his characteristic flashes of insight really commits himself to a productivity 
theory (cf. also p. 181), though he gives no hint of an imputation process. But 
on p. 140 he says that the amount is subject to no general rule and has neither a 
maximum nor a minimum. 
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(p. 47), and equivalent expressions, are not to his credit. (This usage 
is even more typical of other writers and of modem textbooks.) Even 
when Ricardo does refer to an “increase m demand” for agricultural 
products his case is not improved, for it is hardly possible to read 
into his text any economically defensible interpretation of the 
phrase. (His general usage of the term “demand” is hopelessly con- 
fused and inconsistent, see especially chap, xxx.) ( o ) It is difficult 
to interpret the famous discussion of two kinds of improvements in 
agriculture (pp. 57-59) m such a way that it does not deny the pos- 
sibility of varying the proportions between capital and land. 

6. Another point of major importance is that Ricardo (and his 
school) did not so much as glimpse the reversibility of the entire 
apparatus of dosing, diminishing returns, and residuals, with the 
consequence that the reasomng is circular, and is a vicious circle un- 
less and until it is developed as a theory of mutual determination 
and of equilibrium m a system under stated given conditions. Of 
course, our criticism of the writers m this regard might be tempered 
by the fact that such notions only began to come into economic 
science the better part of a century after Ricardo’s death and have 
been slowly making headway since that time. 44 A modern analysis 
would recognize that the entire theory can be turned upside down 
and viewed as a productivity theory of rent, with the capital-and- 
labor share as residual, and indeed this is closer to the underlying 
logic of the treatment, since the rent share is taken out first. 

To see this, we need only fix our attention upon the form of the 
Ricardian statement (p. 47) which is followed by Mill (p. 425), 
viewing rent as the difference between the product of the same 
capital-and-labor when applied to a rent-yielding piece of land and 

44. The notion of “dosing” an entire supply of one factor or group of factors 
onto the given total supply of other factors is as unnecessary as it is unrealistic 
Even the postulate of continuity in the proportions of combination is super- 
fluous. The correct notion is one of the increment of total effect secured by add- 
ing any concrete agency, or bargaming unit of a factor, to an organization as 
a whole. (The consequences of the actual finite size of the increment of produc- 
tive capacity is a question to be examined on its merits in view of the facts in 
any case.) As for the residual theory m general, it practically reduces to saying 
that the effect of any change in a causal complex is the difference between what 
it is and zero, and that this fact is a causal explanation. 

It may be worth noting that the analysis of distribution in the form of a double 
dichotomy with both rent and profit as residual does not mvolve the fallacy 
of two residuals m the same system, which is found m some later expositions, 
egregiously in that of F. A. Walker. (My own teaching was wrong on this point 
for years.) But, as we shall see, the fallacy of plural residuals does occur m the 
classical theory of profits and wages, which reduces to the absurdity that each 
claimant gets what is left after the other is paid. 
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when applied under no-rent conditions at the extensive or intensive 
margin, but with no statement as to proportions. (It must be the 
best amount of capital-and-labor for the particular piece of superior 
land, and the comparison must he between the product m that use 
and the product when applied to the best amount of submarginal 
land, or in the best way at the intensive margin— “best” being de- 
fined in accord with the economic law that maximum total effect is 
secured through equalizing final increments.) It will be evident that 
the residuum left to the given piece of superior land after paying the 
capital-and-labor what it could produce at the margin is identical 
with the marginal or incremental product of the land itself, consid- 
ered as a final small “dose” of its given kind and grade. For, under 
competitive conditions, if any (small) piece of land were held out 
of use, the labor and the capital properly belonging to it would be 
applied at the margin of cultivation. But at the margin of cultiva- 
tion, each small increment of labor and of capital adds the same 
amount to the total product as the last unit on the superior land 45 

7. A more technical, but quite fundamental, criticism is that Ri- 
cardo and the other writers had no clear or accurate understanding 
of the principle of diminishing returns, even m the limited and one- 
sided connection of the application of other factors to land, and 
overlooking the undefined and undefinable character of the varia- 
bles they assumed. (This also is a recent achievement of the leaders 
of the science, which is still slowly making headway in the treatise 
literature ) It is true that Ricardo consistently speaks of the product 
(clearly meaning the increment of product) due to an increment of 
capital and labor in a combination. But in view especially of his con- 
troversial relations with other writers in his own day, it seems more 
than suspicious that the form of statement common in the literature 
at that time and since is a confused reference to different “propor- 
tional” changes in factor and in product. A correct formulation 
must, of course, distinguish two entirely different pnnciples with no 
direct or necessary interconnection. One is the proportional law, 
stating that a given ratio of increase in a variable factor will give rise 
to a smaller ratio of increase in the total product. This principle is 
axiomatically true if the factors are combined intelligently but has 
no great importance for analysis since it affords no standard for se- 
lecting and using any particular proportions of the factors. For this 
we must have recourse to a different principle, the incremental law, 

45, Cf. AJlyn A. Young, in Ely’s Outlines of Economics (4th ed ), p 410, end 
of fine-print section 
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stating that equal successive increments of a variable factoi yield de- 
creasing increments of product. 46 It is also necessary for valid anal- 
ysis to distinguish between, and interrelate the effects upon, physi- 
cal product and value product, and, m this connection, to distinguish 
carefully between a competitive industry and one m which there is 
but a single enterprise, i.e., a monopoly. 47 

8. Although the fact has been mentioned, it should be listed as a 
separate item that Ricardo’s ablest followers clearly do not at all un- 
derstand the significance of increments, even in the narrow and spe- 
cial setting m which Ricardo himself employs the concept. Senior, 
indeed, gives at one point a formally correct exposition of the Ri- 
cardian theory, though m connection with the express treatment of 
rent as a phenomenon of monopoly (see p. 115, table and explana- 
tory text at bottom of page). But later (p. 126) he uses the absurd 
assumption that equal areas of land of different grades yield differ- 
ent amounts of produce at the same “expense”; and his discussion m 
connection with distribution (pp. 135 ff.) gives no definite theory 
and ends with the statement already quoted (p. 140) that the 
amount of rent is not subject to any general rule. (He makes the 
same assertion regarding monopoly price in general [pp. 97, 104, 
111 ].) 

In Mill’s treatment of rent, there is no definite recognition of the 
incremental principle at all He merely repeats (p 425) the Ricar- 
dian formula that rent is the difference in the productivity of a 
given amount of capital on the rent-yielding land in comparison 
with that which yields no rent, but there is no clear reference to 
dosing or increments, 48 and no explanation whatever of the process 

46 In a graph showing total product from a given amount of some fixed fac- 
tor or factors as a function of the amount of a variable factor, the proportional 
law finds expression in the fact that the curve at a given point has a positive 
slope less than that of a line connecting the point with the origin of co-ordinates, 
i.e., a tangent at the point cuts the vertical or product axis The incremental law 
is expressed by the fact that the curve of total product bends toward the base 
line (the variable factor axis) . 

47 Monopoly is, of course, almost always a matter of degree, a fact which has 
lately attracted a somewhat strange amount of attention The views of the clas- 
sical writers, including Ricardo, on monopoly value or price were absurdly 
confused (and they have no discussion of monopoly in connection with distribu- 
tion) ; and, of the authors under consideration here, only Ricardo failed explicitly 
to treat land as a monopoly. 

48. He does refer in the chapter on rent (p. 429) to a “portion” of capital ap- 
plied to agriculture yielding “only the ordinary profits”, and in his chapter on 
“Distribution as Affected by Exchange” his language is “the least productive in- 
stalment of the capital employed on the better lands.” Just what should be read 
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by which the quantity of capital to be applied on any particular 
amount of land of any quality is determined, which is the essential 
point for the theory of orgamzation and so for a sound theory of 
distribution. He does emphasize the equalization of the return on 
capital through competition but gives no evidence that he under- 
stands the meaning of this as equalization of increments of return 
fiom equal increments of capital. The natural inference would be 
that he thinks of it as equalization of total return per unit, which is 
a fatal error. Mill’s numerous references to diminishing returns are 
always to the proportionality form of the law . 49 

Smith’s treatment of rent properly lies outside the scope of this 
essay, as he does not give anything like the Ricardian theory. But a 
few points m his treatment seem to be worth setting down The first 
is the glaring inconsistency between his chapter on rent, especially 
the introductory section, and the treatment of rent as a cost in the 
chapter on natural price . 50 In the second place. Smith has no state- 
ment or clear implication of the principle of diminishing returns in 
any form 51 Third, and most important of all, Smith shows at vari- 

into this is a typical problem of interpretation. It may be argued that the process 
of dosing and equalization is taken for granted. But should it, or would it, be in 
such an exposition? The difficulty, as already pointed out, is that practically all 
the fundamentals of economic analysis are too obvious to be really overlooked 
by any observer who thinks about the problems at all 

49. There is an obviously accidental exception on p. 181 The first sentence 
on the page says that “the produce of land increases, caetens paribus, in a di- 
minishing ratio to the increase in the labour employed . This is really the 
incremental prmciple. But before finishing the next sentence the author quotes 
H. C Cary as holding that “the produce increase [s] in a greater ratio than the 
labour.” Senior also makes a similar accidentally correct statement of the in- 
cremental principle (pp. 105-6). 

Both Senior and Mill treat capital-and-labor as a smgle homogeneous factor, 
referring to it indifferently as capital, or labor, or joining the two words in 
either order. (I have not noticed a statement by either paralleling that of Ricardo 
[p. 59 6] saying expressly that the two always vary together ) 

50. See final paragraph of introduction to Book I, chap xi, also the change 
made in the second edition m chap vi (p 51, n 7). Ashley suggests that this was 
done at the suggestion of Hume (see his abridged edition, p. 46, n ) In the 
chapter on rent, Smith relapses by implication mto an absolute labor theory 
of value, like that which Ricardo assumes in his book subsequent to chap, i, 
where the explicit argument is subject to a much more reasonable interpretation. 
Smith nowhere really argues for such a labor theory as cause or determinant of 
value, not even in chap. v. Moreover, his chapter on rent itself runs largely m 
other terms, and is much more realistic than those of the other writers. 

51. Perhaps an exception should be made for two or three sentences relating 
to economic progress in colonies in the chapter on profits (Book I, chap ix, p. 
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ous points some recogmtion of the role of competition m different 
uses for land, and in particular emphasizes the special significance of 
umque or highly specialized land, in contrast with that which is sub- 
ject to competition from various ordinary uses . 52 

LABOR AND CAPITAL WAGES AND PROFITS 

The classical theory of wages and profits contrasts with that of 
rent in that it continued to be controversial, while the rent doctrine 
was, from the beginning, accepted as definitive . 53 This, at least, is a 
good sign, for the theory sheds no light whatever on the eco- 
nomic principles of distribution and is an amazing tissue of incon- 
sistency and irrelevance. These reasonings are interesting and im- 
portant, not merely because they illustrate the workings of the best 
minds m one of the most important fields of thought and have, 
needless to say, some relation to facts and to real problems, but es- 
pecially because they serve to warn against types of fallacy which 
seem to be perennially natural to minds not trained to be on guard 
against them Modern discussion has recognized that the theory of 
profit does not get beyond the arithmetical truism of the residual 
idea; our examination will show, what is not so generally recognized, 
that the theory of wages is m no better state. The only sense in 
which the entire treatment gets beyond the narrow and vicious circle 
of each claimant getting what the other does not get, lies m the idea 

52. The references are chiefly to vineyard land, on the one hand, and to com- 
petition between tillage and grazing, on the other. Similar passages occur in the 
discussion of natural and market price (Book I, chap, vii, pp. 62-63) and in the 
chapter on rent (Book I, chap xi, p 156, on vineyard land, pp 149-50, 150, 153, 
157-59 on competing uses). The passage dealing with payment of rent above a 
“natural rate” (p. 63) is especially significant. The argument as to which par- 
ticular use determines the value in all other uses is, of course, confused 

It might be noted, too, that in at least one place (in Book II, see p. 344) Smith 
takes a productivity view of rent, saying that it “may be considered as the prod- 
uce of those powers of nature, the use of which the landlord lends to the 
farmer ” 

53. Caimes’s brief parenthetical reference to rent ( Leading Principles , pp. 58- 
59) might well be placed alongside Mill’s oft-quoted reference to value theory 
as a topic on which nothing remained to be said. But as a matter of fact, the 
controversy in question raged around the composition of the wages fund, 
which is by no means the central conception in the doctrine of wages and cap- 
ital, and, on the other hand, as shown above, the different writers did not really 
state the same theory of rent, though they were unconscious of the fact. 

It will be recalled that it was really after the downfall of the older classical 
school (under the impact of the theory of subjective value) that Caimes wrote 
his mam treatise; also, that he wrote it for the purpose of rehabilitating the 
wages-fund theory (after the recantation by Mill), along with the other leading 
fallacy in the classical position, the labor theory of value. 
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that labor gets what it “has to have.” This is not only meanmglessly 
indefinite but is m no defensible sense true, and, moreover, the same 
principle is advanced for the profit share also. 

Viewed from the standpoint of a real analysis, the fundamental 
difficulty is, as already emphasized, the failure to treat the shares in 
distribution as competitively determined prices. But they have to be 
prices of something, which must be a measurable commodity. The 
absurdity of treating land-use as a homogeneous magnitude has been 
commented upon above, regarding labor, the fallacy has been 
pointed out often enough— quite typically by writers who go ahead 
to discuss “wages in general,” as if the concept had meaning. Ri- 
cardo, whose main interest was the promotion of a quantity-of-labor 
theory of value, was not altogether blind to the latter difficulty, and 
his mode of evading it has been indicated above (p. 67, n. 39). For 
present purposes, we may follow the classical assumption that labor 
is a homogeneous and fluid fund, of which common agricultural 
labor may be taken as a type. But as regards capital, the entire dis- 
cussion runs m terms of a rate of return, and it is necessary to have 
some conception of the meaning of a quantity of capital, homogene- 
ous both in itself and with its return, if we are to talk sense about 
the problem at all. 54 

The problem of capital is crucial for distribution theory because 
of the fact that so much income is received in the form of interest, 
reckoned as a rate of return on a principal sum It is strange, how- 
ever, that anyone ever failed to see that the capital is always the 
value of some concrete thing endowed with earning power and is a 
distinct source of income, or class of sources, only in the sense that 

54. On the treatment of capital, it might perhaps be observed first of all that 
the writers have nothing to say about the yield or income of concrete capital 
goods. This would, of course, tie up with rent theory, it conforms to the sense 
m which the term “rent” is used m everyday life, and recognition of the realities 
here would have gone far toward straightening out the entire system of con- 
cepts. (If “rent” is to be used in economics in a more specialized sense, to rep- 
resent a theoretically peculiar sort of income, it should be the price-determined 
payment for the services of completely specialized productive agencies— which 
would naturally include a large fraction of wages.) But while the classical writers 
have much to say in various connections about various capital instruments— 
machines, buildings, etc.— they neither have anything to say about the earnings 
of such concrete things nor give any explanation of how they are quantified as 
abstract capital. The same statement holds for human beings and also for land; 
everything is abstract quantity, yet, of course, there is no indication of defini- 
tions in quantitative terms Even the conception of rent as a surplus falling or 
accruing to the “original and indestructible powers of the soil” treats these pow- 
ers as a homogeneous fund, though an attribute possessed in different degrees 
by different examples of “land.” 
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it is restricted to things which are allowed to be owned and bought 
and sold, i.e., to property, excluding free human beings Capital 
is the productive capacity of such things, except that it is measured 
by salable value at a moment of time, while the product of capital is 
a perpetual flow or stream of value. As already explained (in Part 
II), its quantity must be found by capitalizing a stream of value 
leturn, using a formula m which the chief unknown is a rate of in- 
terest, determined by the cost of creating additional income sources 
under the existing technical and economic conditions. (The cost of 
a capital item about to be created is also derived from an income- 
stream of some volume for some period, by a formula involving the 
rate of interest, but inverse to capitalization, namely accumulation, 
the yield must be viewed as a perpetual income-stream, since no 
yield can be counted until after complete maintenance is provided 
for.) 

Nothing of this is to be found in the classical analysis of distribu- 
tion The notion of capital there assumed is simply a quantity of 
ordinary consumable product, accumulated as a stock. In this way 
the writers sidetracked any special problem of capital quantity, apart 
from the exchange value of a product for consumption use 55 The 
distinguishing mark of capital is for them a special use of produce, 
its consumption in the special connection and for the special purpose 
of production, 1 e , its own reproduction with an additional product, 
which is profit But, since in the classical system only laborers pro- 
duce, capital is limited in the first place to product consumed by la- 
borers However, not all laborers were considered productive, but 
only those actually engaged in reproducing capital, which they nec- 
essarily consumed, and so providing for the perpetual continuation 
of the production process. Thus capital is also limited to products 
suited for the consumption of laborers But there are two further re- 
strictions First, laborers were supposed to live exclusively on mate- 
rial products, specifically excluding all services; and, secondly, in 
strict theory, only that consumption of products which actually en- 
abled the laborer to work was held to be productive consumption, 
and only that part of actual consumption could count as capital 56 

55 That is, they seemed to themselves to do so, to be accurate, they would 
still have required a rate of interest to define a quantity of capital. This is true 
under any conditions m which capital exists at all and is to be kept in mind as a 
special reservanon whenever we speak of the incremental productivity of capital. 

56 Of course, this notion of what is “necessary” to enable the laborer to pro- 
duce is indefinite at best. As remarked at the outset, the classical writers did not 
understand the notion of functionallv related variation and cannot be expected 
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But m classical theory there are still two additional circumstances 
necessary to give rise to capital, as distmct from other produce. Prod- 
uce is employed productively (a) because the process of produc- 
tion requires time, and the producer (laborer) has to be supported 
during the period by produce previously accumulated and (b) be- 
cause society is so organized that the laborer himself does not make 
this prior accumulation, but has it done for him by another person, 
who thereby becomes a capitalist. Now, since the capitalist is the 
entrepreneur and manager, and since, moreover, the activity of 
saving received so much emphasis, it is hard to give any reason foi 
the view that the share of the produce consumed by the capitalist is 
not productively consumed and is not capital in the same sense as 
that which is advanced to laborers Nonetheless, it is plainly an es- 
sential part of the system expounded by Smith and the Ricardians 57 

to recognize a detail like difference in degree. Logically, the line would be 
drawn at consumption which increased production by more than the product 
consumed, and so yielded a profit Such principles would have significance for 
a slave economy under perfectly rational exploitation, but it is hard to see their 
relevance to any free society. Needless to say, the writers, being human beings 
and endowed with common sense, did not stick to their definitions Even apart 
from extensive animadversions on machines and other forms of capital which 
are not products in the sense here in question, and are not fitted into the theory 
of a rate of return, they always treated as capital whatever is actually paid (“ad- 
vanced”) to laborers as wages 

In discussing the notion of unproductive consumption, Senior makes an ob- 
servation (p 56) which contams much realistic economic insight and deserves 
especially to be brought to the attention of social reformers devoted to the 
equalitanan ideal “We do not, of course, mean it to be inferred that all personal 
expenditure beyond mere necessaries is necessarily unproductive The duties of 
those who fill the higher ranks m society can seldom be well performed unless 
they conciliate the respect of the vulgar by a certain display of opulence ” Semor 
illustrates the point by the magistrate and ambassador, but the extreme paradoxi- 
cal example is the minister of such a religion as Christianity. 

57 Malthus held a diametrically opposite view, which was refuted by 
Senior (p 64) Cf. also Smith, p. 58 

Exclusion from capital of the share of produce consumed by the landlord 
(when rent is paid) would be easier to justify, since the landlord was sup- 
posed to play a strictly passive role (In fact, our authors discuss the division 
between labor and capital only at the land margin ) From the standpoint of a 
correct analysis, the landlord, of course, furnishes productive services to in- 
dustry in a sense theoretically indistinguishable from similar activities on the 
part of the laborer, and is subject to a sacrifice m the same sense, of giving 
up one valuable alternative to get another. The capitalist, as shown above 
(Part II), is in a soipewhat different position, m so far as he not merely fur- 
nishes the use of capital, but abstams from consummg the capital itself, and 
perhaps saves it m the first place. But, of course, where land is private prop- 
erty m the complete sense, the individual landowner is m identically the same 
position as the owner of any other salable productive agency (ignoring the 
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The classical writers’ general theory of productive organization 
and of distribution may now be restated with explicit reference to 
the division between wages and capital, and to profit as a rate of re- 
turn. All production takes place m an annual cycle , starting anew 
from zero at the beginning of each year. During the year, all classes 
live on the produce of the previous year The current year’s produce 
comes at the end of the year into the hands of the capitalist. This 
functionary first pays his rent (if any) as already explained, then 
from the produce less rent, he sets aside a part-what is “necessary” 
—as capital, replacing his advances of the previous year and those 
to be advanced to labor as wages during the next year The final 
residue is his own share or profit, which is reckoned as a frac- 
tion or percentage of the annual advance, the capital. Thus the capi- 
tal of society is a wages fund, and the rate of wages is found by 
dividing the amount of the fund by the number of the working 
population. 

Such a general view of organization and distribution must be 
sought in the chapters or sections dealing with profit, the funda- 
mental conceptions met with in the explicit discussion of wages are 
utterly different, as we shall see The theory as sketched was first 
given a fairly clear formulation in Smith’s chapter (Book II, chap 
lii) bearing the significant title, “Of the Accumulation of Capital, or 
Of Productive and Unproductive Labour” (our italics). Interest- 
ingly enough, Ricardo gave no explicit treatment of the topic of 
productive and unproductive labor. It is, however, referred to in 
terms which make it clear that he accepted it as established It comes 
up several times in the first few pages of the chapter on taxes (chap, 
viii), where the wording is “productive and unproductive consump- 
tion” (pp 131, 132, 133); but on page 135 we have “unproductive 
labourers.” The latter is also the usage in chapter xx on value and 
riches (p. 263, on p. 264 it is the “reproductive” use of revenue), 'in 
chapter xxvi on gross and net revenue (p. 336) we find “unproduc- 

deeper similarities between land and other agencies). But, from the standpoint 
of a really correct analysis, all of the contributors to production receive their 
remuneration instantly out of current production and not out of “advances” or 
“capital.” 

Some writers, but not in general those here being considered, identified the 
rate of return with the fraction of the produce accruing to the capitalist The 
rent share is, of course, ignored or eliminated by thinking of production at a 
land margin, but the statement is still inaccurate, unless the capitalist’s own share 
is considered as capital. But the statement is approximately true since the profit 
share may be assumed to be small in comparison with that of wages 
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tive labour ” It does not appear that Ricardo attached any meaning 
to the difference in terminology. 58 

Accepting the general approach, and framework of assumptions, 
of the system, two mam problems leap out at once from the classical 
writers’ pages treating of capital, wages, and profits The first is, 
what actually determines the division of the produce-less-rent be- 
tween capitalists and the laborers, or, stating the question m the 
form set by the treatment itself, what determines the amount which 
the capitalist must pay as wages, before he gets his own share, fixed 
by subtraction. The other problem is the more complex one of fit- 
ting into the theory of capital and profit the other forms of capital, 
so often and fully discussed, represented by things which cannot be 
viewed as reproduced in an annual cycle starting anew from zero 
each year. 

On the first point, we get a fairly positive answer, if we consider 
only the treatment of wages which forms the body of the treatment 
of profits, leaving the latter as a residual. It is a very unsatisfactory 
answer, but it is at least verbally definite. Wages are determined by 
what is required for the support of the laborer (see Ricardo, p 
105 3, Senior, p. 191 2; Mill, p 416 8). That is, we have a subsist- 
ence theory of wages But the definiteness is purely verbal, the sub- 
stance raises a number of crucial questions and really answers no 
questions at all Since the theory purports to explain, and must ex- 
plain, the division of the joint labor-capital share which actually 
takes place, it must be a short-run or momentary theory and not one 
which merely states or explains a long-run tendency, the laborer 
must obviously get what he has to have, “now ” (The very different 
question of long-run tendencies will be taken up presently ) In the 
absence of any impersonal mechanism of market competition fixing 
wages, 59 the logic of the situation would be that the employer 

58. The expositions of Senior (pp. 51-57) and of Mill (Book I, chap in, secs 
5-6) are somewhat easier to follow Smith has a different arrangement of the 
material, but except for the refinement, his waves and profit doctrine is that 
of the later writers. His mam discussion of the phenomena of capital is segre- 
gated from that of price and distribution theory m a short second book (Book 
II, “Of the Nature, Accumulation and Employment of Stock”), in chap iii of 
which the doctrine in question is developed His chapter on profits in Book T is 
brief and says little about general theory (Its main theoretical point will be 
noticed later.) 

59 Fixing them, of course, as the economic value of the service to the en- 
trepreneur,^ which is their value to the consumer, under the given conditions 
But no ethical implication attaches to the notion of the economic value of a 
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should pay what it pays him to pay, any individual laborer should 
receive the wage which yields the employer the maximum product. 
That is, wages would be fixed on the same principles as the feed and 
care of a beast of burden 60 Thus the subsistence theory of wages 
rests on the deeper assumption that the employer-capitalist makes 
the division arbitrarily, and this is the clear import of the text. The 
minimum subsistence requirement sets the limit in that direction in 
which it pays him to go, and in the absence of forces setting any 
other limit, his self-interest makes the minimum the maximum and 
the actual wage. For those interested in raising wages, the suggestion 
of policy is obvious it is only necessary to provide some form of 
compulsion m order to secure to the laborer “the whole product of 
his labour,” which, again in accord with the principles of the clas- 
sical economics, is taken to be the whole product of industry. But 
the notion that wages might be raised by bringing pressure to bear 
on those who pay them is, as we shall presently emphasize, antitheti- 
cal to the dearest conclusion on policy of the classical writers them- 
selves. 

The deeper aspect of this theory, that capitalists make the division 
between themselves and their laborers by arbitrary fiat, is strongly 
confirmed by the tone of the discussion in Smith (Book II, chap 
11*1) and Mill (Book I, chap v, sec 9), which is one of downright 
fear lest they may not choose to “destine” to the support of produc- 
tive labor enough of the product to maintain the social capital Smith 
is obviously preaching (if not scolding), as well as analyzing mo- 

service as a remuneration for the service, without a special examination of the 
whole problem from an ethical standpoint All competitive values depend, as a 
matter of course, on the distribution of ownership of productive capacity (hu- 
man and non-human) and on the knowledge and tastes of its owners as they 
affect the supply of services for various uses and the demand for vanous prod- 
ucts Persons who do not own some productive capacity in some form are out- 
side the economic system altogether See also above, p 62, n 32 

60 With the interesting exception that, since the workers are not actuallv 
slaves by inheritance, there is no reason why the individual employer should 
provide the worker with maintenance for a family But this might be explained 
by assuming that the employer cannot prevent the worker from having a family 
and sharing his wages with them, and so must support the family to get the 
services of the worker. From a social-ethical standpoint, it is an interesting fea- 
ture of the system that provision for all contingencies in the lives of the workers 
and their families becomes a responsibility of the workers individually, and one 
which they cannot adequately meet But all individualistic societies alleviate 
some of the worst consequences of this inadequacy through vanous organiza- 
tions for relief. 
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tives, in his emphasis on the “uniform, constant, and uninterrupted 
effort of every man to better his condition” (p. 325) 61 

The other phase of the theory, that wages depend on subsistence 
requirements, is supported by the fact that it has been taught ever 
since by the radical schools of economics, especially the Marxists, as 
the “iron law of wages” and is fervently believed today, with un- 
essential modifications, by labor leaders and a very large section of 
the general public Even when it is held in the form of a standard of 
liv ing theory, the “necessary” standard is viewed as effective at the 
moment, and not over some long run of generations. 02 If Marx and 
the radicals are clear and emphatic about anything, it is the repudia- 
tion of Malthusianism and all its works. The theory then takes a 
bargaining power form, but there is no change in economic prin- 
ciples, the essential point being that there are no general impersonal 
forces determining wages and that, short of the whole product, the 
individual employer pays what he is somehow compelled to pay 63 

Yet, viewed in the light of the whole text, even of the chapters on 
profit, Smith and Ricardo and their followers clearly do not really 
think either that wages ordinarily correspond to, or approximate, a 
literal minimum subsistence requirement or that they are fixed by an 
arbitrary fiat of the employer— in spite of the fact that they often 
seem to be trying to state these principles as unequivocally as pos- 
sible. They believed strongly in the fixing of wages by impersonal 
forces, even by competitive forces, as the chapters on wages (to be 

61. Senior and Mill make similar appeals, but Ricardo’s preaching generally 
relates to public policy such as taxation, protective duties, and the poor law, 
rather than to private behavior We should not leave the topic without noting 
that Ricardo and Mill also expressly state that profit must be at a level which 
will enable the capitalist to live T (Ricardo, p. 100 9, Mill, p. 450 5) Smith also 
calls profit the capitalist’s fund of subsistence (pp 57-58). 

62. See below, on the classical long-run subsistence theory based on Malthusian 
population doctrine This Malthusian doctrine is quite adequately stated by 
Smith (chap viu, esp. pp 81-83), along with characteristically sensible observa- 
tions on the direction of the causal relation between scale of living and wages 
at a given time (pp 77-78) 

63. The practical conclusion which motivates the wish-thinking back of this 
theory— namely, that to raise wages it is only necessary to find some way to 
build a fire under the individual who pays them— illustrates a basic human 
trait. We seem to crave some enemy whom we can blame for anything that 
seems to be wrong and can attack as a method of correcting the evil It is often 
implied, if not explicitly stated, that it would only be necessary to eliminate 
(liquidate) the employer and place the workers themselves (meanmg the 
propagandists as their representatives) in charge of production in order to 
pay wages equal to the income which (successful) employers receive under 
competition. 
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considered presently) clearly show. Yet they failed to give any anal- 
ysis of competitive process, hence of any real distribution theory. 
The reason is simply that they were discussing a problem which, 
self-evident as its mam principles are, they only half saw and did not 
at all understand . 64 

The classical writers’ explicit discussions of wages, to which we 
now turn (preceding their treatment of profit), develop two mam 
explanations of wages, one for the short run and one for the long 
run, both are utterly different from the theory developed in the 
content of the discussion of profit, in arriving at that share as a re- 
sidual The short-run theory, or theory of actual wages, runs in 
terms of supply and demand The supply of labor is the laboring 
population (not separated from the population as a whole) The de- 
mand for labor is the “funds destined for the payment of wages” or 
wages fund. As in the discussion of profit, so generally in that of 
wages, this fund is identical with the capital of society (sometimes 
only proportional), and, assuming an annual turnover of capital 
(without which it has no meaning), the wage rate is given by the 
simple formula, “capital divided by population.” But capital itself is 
merely the portion of the produce-less-rent which is actually em- 
ployed m the payment of wages, and, in the absence of a momen- 
tary subsistence theory of wages, we simply have no principle of 
division Yet the argument clearly assumes both that wages are def- 
initely above the minimum of subsistence and that the wages fund 
has some sort of objective reality, though subject to changes The 
conclusion which the writers are evidently concerned to establish is 
that wages can be increased only by increasing the wages fund rela- 
tive to the number of laborers. But two burning issues are raised 

64 As already noted, they make it clear that competition compels all em- 
ployers to pay the same wages and equalizes the rate of profit among them all 
(Generally m a separate discussion, not dealing with the general levels of wages 
and profits, but cf Senior, pp. 191 6 ff. Ricardo, in chap iv, talks constandy 
about the competition of different uses for capital, but only once uses the word, 
at p 68 9 ) This, of course, clashes directly with the notion of an arbitrary divi- 
sion between the employer and labor, but m no wise prevents their asserting the 
latter fact 

Smith repeatedly speaks of increased competition lowering the rate of profit 
See pp. 89, 129-30, 335 3, 335 6. At the point of the last reference, he also has the 
competition raise the wages of labor (cf. also Mill, p 343). The paragraph in 
Smith containing the last two references occurs in the chapter on interest in 
Book II It is especially interesting as giving what is perhaps the fullest discussion 
to be found in his work of a demand function for a productive service, and as 
completely failing to give any indication of the real mechanism of competition, 
based on variable proportions and the significance of increments 
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First, why should the wages fund increase * 65 Second, if it does in- 
crease, will the effect be to raise wages or to increase the number of 
laborers* On the first issue, we are left almost completely m the 
dark (It is the first mam unanswered question already referred to ) 
On the second issue we get both alternatives as answers and also 
(most clearly m Smith) a third more defensible view that it depends 
for the time being on the relative rates of increase in capital and 
population, but it is made clear that the rate of increase of capital 
cannot permanently be the greater, so that the final result is an in- 
crease in the supply of labor . 66 

65 One of the puzzling features of the classical exposition is the absence of 
any clear suggestion that an increased amount of capital, even in the primitive 
use of raising wages, should within some limits increase the output of given 
laborers Smith’s remarks (at p 88 4) do not invalidate this observation, as it is 
the increased division of labor which increases the product, and the increase m 
wages referred to simply raises the question, “why,” discussed in the text At p 
259.5 f there is a parallel statement with no reference to an increase m wages On 
p. 84, Smith raises the question whether higher real wages lower efficiency, as 
the mercantilist writers generally held Senior’s discussion m particular (pp 188 ff ) 
is put m a form to give him every opportunity and suggestion for mentioning 
such an effect, but it is conspicuously absent In order to rationalize a raise in 
wages from the employers’ standpoint, it would seem necessary to assume either 
that the labor supply responds instantly (see below) or that they deliberately 
maintain the higher rate for at least a generation m order to make possible an 
increase m the supply of laborers (which is supposed always to be tending to 
happen). But such conduct is out of the question under an individualistic system 

In the view of the classical conception of capital, an increase m wages is the 
same thing as an increase in the proportion of capital to labor Only Senior of 
the writers under consideration seems to refer expressly to changes m the pro- 
portions of capital and labor as a condition affecting the division between them 
(pp. 140, 188, 189, 190) , but even he makes no mention m this connection of a 
principle of diminishing returns or the significance of increments Smith, in his 
discussion of colonial conditions, m his chapter on profits, mentions the propor- 
tion of stock to territory and of people to stock (p. 94) . (The classical discus- 
sions of changes m the proportions of fixed and circulating capital have possible 
implications for this topic and for the theory of capital in general, but the prob- 
lem is too intricate to take up here But see below ) 

66. The writers generally did not know whether they were talking about 
quantities or rates of change. When Smith says, at the beginning of the second 
paragraph of the chapter on profits, that “the increase of stock . . raises wages,” 
he means a “sufficient” rate of increase The third answer above may sometimes 
be used to interpret the other two, but often the context makes this very diffi- 
cult, definitely implying that more labor will always be on hand to consume 
more capital 

For the purpose of this essay, we must cut short the discussion of the wages 
fund with a note on its relation to the facts The writers’ objective, as already 
observed, was to show that wages cannot be raised by arbitrary action, or by 
any method which does not increase the amount of capital m proportion to the 
laboring population, or by inventions, which they treated m a strangely par- 
enthetical tone. Of course, the application of inventions is generally connected 

[ 84 ] 



The Ricardian Theory of Production and Distribution 

We have repeatedly referred to the long-run theory developed in 
the classical writers’ treatment of wages, a theory based on the Mal- 
thusian doctrine of population. It cannot be subjected to critical ex- 
amination here and is mentioned primarily to emphasize again its 
complete divergence from the short-run subsistence theory already 
discussed Careful analysis must distmguish at least three different 
versions of the subsistence theory of wages in the classical writings. 
The first of the three (already discussed) is the notion that actual 
wages are determined by the subsistence requirements of the work- 
ers. The second is the doctrine just referred to, that, in the long run, 
wages are controlled by a “standard of living,” through the tend- 
ency of population to increase or decrease whenever they are above 
or below the workers’ psychological requirements which regulate 
reproduction. A standard of living, to operate in this way, must ob- 
viously itself remain stationary, or at least change slowly in com- 
parison with the population changes which bring the supply of labor 
into equilibrium with reference to it But, third, Smith and the Ri- 
cardians clearly recognize historical changes in the standard of liv- 
ing, which is normally under continuous pressure through the tend- 

with an increased use of capital, and, with this qualification, the conclusion of 
the older economists was sound, though their reasoning was fallacious. Their 
major premise was that the employer’s share of the product is either negligible 
or fixed. In recent years, statistical investigation has more and more impressed 
us with the narrow limits of the possibility of raising wages at the expense of 
interest and profit. With rent (m accord with any probable estimate) excluded, 
and allowance made for taxes, gifts for charitable and benevolent purposes, and 
necessary savmgs, the total share now falling to capital and entrepreneurship 
would not raise total wages by any large percentage, and it would have been 
much smaller a century or two ago Of course, deductions from the capital share 
would make more difference if used to raise only the lowest wages The amount 
of savmg which ought to be provided for is indeed a large political question 
As to rent, the modem disposition (with the exception of some Roman Catholic 
writers) would be to throw the landlord to the wolves first of all But m Eu- 
rope, under the feudal tradition, the rent of land was the chief means of payment 
for public services and for the maintenance of all cultural activities. 

Even the distinction between types of product consumed by laborers and by 
capitalists, suggested by Senior, has vastly more significance for the problem of 
transfer of mcome than he recognized, a large part of the difference between 
large and small incomes would disappear under equalization in relative changes 
in the prices of “choice cuts” and those less choice, where the proportions m 
production are relatively inflexible. 

From the standpoint of economic theory, the conception of capital as a fund 
for the support or labor over an interval between production and consumption 
is still profoundly important. It was reworked by Bohm-Bawerk, who combined 
elements from Ricardo and Senior to make the amount of capital a matter of 
the length of the production process, and in his form is stall generally accepted 
and taught. For the fundamental fallacies involved, see Pan II and references in 
this article. 
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ency of population to outrun the supply of provisions. It is natural 
to think of the movement as tending toward an ultimate equilibrium, 
set perhaps by the actual physical requirements of life (if the con- 
ception of the physiological minimum can be made to mean any- 
thing for human beings). The three equilibrium levels of wages im- 
plied in the three theories are all highly indefinite. Furthermore, the 
notion of currently “necessary” wages is ambiguous and might be 
subdivided into various shorter and longer-run conceptions. 

On the second major unanswered question m classical wages and 
profit theory, we must be very brief. This has to do, as will be re- 
called, with the treatment of capital in other forms than the annual 
wage advances to labor, especially with the question of the quantity 
of capital m various capital goods, relatively permanent m com- 
parison with food, and other things which may be thought of as 
used up and replaced m an annual cycle. The question is especially 
insistent and perplexing, not merely because of the prominence given 
to these other forms (more or less corresponding to the division be- 
tween “fixed” and “circulating” in the general discussions and classi- 
fications of capital), but even more because in the illustrations used 
m explaining distribution theory the more durable forms are so 
largely involved. 

The general position taken more or less explicitly by the writers 
is that the rate of return m other fields is determined by the rate on 
capital used to pay wages m agriculture at the land margin . 67 But m 
the first place, any view of the determination of a price in one sec- 
tion of a market by the price in another section is indefensible, as 
the causal relation m such a case is necessarily mutual . 68 But second, 
and more important, such reasoning is worthless without an explana- 
tion of the meaning of a quantity of capital “in” an instrument 
which is not a consumable product but has indirect utility For 

67. See Ricardo, “Essay on the Influence of a Low Pnce of Com on the Profits 
of Stock,” etc., in Works, p. 372 and second footnote; Senior, p. 1887, Mill 
treats agriculture and manufactures together, failing to see that his theory ap- 
proximately fits only the former (Book II, chap, xv) . 

68. It could at most be approximately correct if the demand for capital in the 
particular part of the market supposed to control were overwhelmingly large in 
comparison with all other demand. (It seems legitimate to say that the level of 
the water in the ocean determines the level in some particular bay ) Moreover, 
Ricardo’s argument that a change in the level of profit in agriculture will change 
the level in manufacturing industry without a movement of capital from one 
field to the other is rank fallacy (see ‘Essay,” m Works , pp. 379-80) 
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the value is struck “now” while the product (a) is to be enjoyed m 
the future, and ( b ) must be isolated by imputation. This is the cen- 
tral problem, almost the whole problem, of capital as a base for a 
rate of return, the classical economists never glimpsed the problem 
itself and, of course, have no light to shed upon it. All that it seems 
possible to say is that they had a fixed idea that all capital is the ac- 
cumulated product of labor (or labor itself— the same thing in their 
minds), and that consequently the same principles which fit the ad- 
vance of subsistence to laborers would fit all other cases (cf. esp. 
Mill, p. 418). 

However, given a market rate of interest, the concept of capital 
quantity as cost, including interest, is so simple and obvious that no 
one who knew anything about business management and accounting 
could possibly be unfamiliar with its meamng. Consequently, it is 
easy, and no doubt justifiable, to read roughly correct general con- 
ceptions into the illustrations involving fixed capital which are 
used by Ricardo and other writers. They undoubtedly understood 
even the nature of capital maintenance as well as men need to do to 
administer capital intelligently in practice. 

This suggests the fact that their crucial error lay m the theory of 
the primary case, the interpretation of the nature and role of capi- 
tal m the use of paying wages m agriculture and at the land margin. 
Even under the absurd assumption of a strictly annual and synchro- 
nous agricultural cycle m the production and using-up of physical 
materials, it is still true that, m correct accounting, the quantity of 
capital is theoretically constant, the writers simply forgot that the 
growing crop is capital’ Perhaps conditions can be imagined under 
which their theory would be valid, but these issues cannot be further 
considered here. 69 The outstanding fact is the absurd unrealism of a 
periodic or episodic view of capitalistic production. 70 Capital is inher- 

69 They have been broached above in Part II The first requisite which comes 
to mind is that the physical cycles should not overlap, the capital-creation phase 
of one coinciding with the capital-consumption phase of the next We may revert 
again to Bohm-Bawerk to note that his error was the same as that of the classical 
writers, that is, it lay not in assimilating the other forms of capital to the wages 
fund but m failing to give an accurate analysis fitting any case, under anything 
like real conditions. 

70 In a deeper analysis, the error in the whole classical position (including, of 
course, Bohm-Bawerk) roots in the special character and role assigned to labor. 
More generally still, it consists m confusing conceptual analysis with ethical 
evaluation. From the former standpoint, labor and capital instruments, including 
land, are all alike, simply productive resources. It is in the contrast between 
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ently continuous, because production is continuous, as is all activity 
directed by thinking It is the essential nature and task of rational 
accounting to make this continuity explicit. 


capital as “supporting’’ and “aiding” labor, and labor as “using” and “reproduc- 
ing” capital, tnat the immediate fallacy lies The relation is symmetrically mutual 
All the producnve agencies use each other (or are used jomdy by the enter- 
prise), and all are jointly maintained and reproduced by all, m a continuing 
process. 
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Historical and Theoretical Issues in the Problem 
of Modern Capitalism 1 

During 1927 the third “volume” of the revised edition of Professor 
Werner Sombart’s monumental treatise on modern capitalism was 
published under the title, rather impossible m English, of “High 
Capitalism.” 2 Its claim to the designation “monumental” will be un- 
disputed, even by those who most disagree with the author’s views 
and conclusions. Recognizing himself (Vol. Ill, Part I, Preface) as 
the heir and continuator of Marx, who made capitalism a household 
word in all the languages of civilization, Sombart has, by this work 
and more specialized studies m the field, 3 displaced his predecessor 
as proprietor of the concept and its problems. For a long time to 
come the question of capitalism must be in large measure the ques- 
tion of Werner Sombart. In the pages which follow, no attempt will 
be made to review, or even to survey, the bulky literature which has 
grown up in a generation around the phases of the capitalism prob- 
lem associated with Sombart’s name. Rather the aim will be to 
present the reaction produced by some of this literature m the mind 
of a student of economics of the “armchair” variety, more or less 
equally interested in theory of the classical, deductive type and in 
the historical development and causality of economic institutions. 

From this standpomt, the situation presents problems long dis- 

1. Reprinted by permission from the Journal of Economics and Business His- 
tory, Vol. I, No. 1 (November, 1928) . 

2. Der modeme Kapitahsmus : Hist oris ch-systematische Darstellung des ge- 
samteuropatschen Wtrtschaftslebens von semen Anfangen bis zur Gegenwart, 
Vol. Ill Das Wirtschaftsleben vm TLeitalter des Hochkapitahsmus . Like the pre- 
ceding two volumes, this is m two “halves,” the whole six running toward 3,300 
pages, large octavo. The earlier volumes of the revision were published m 1916 
and have run to a fifth printing. The first edition, m two volumes of over 1,200 
pages, appeared in 1902. 

3. Die Juden und das Wirtschaftsleben (1911) (Eng. trans., The Jews and 
Modem Capitalism [1913]); Luxus und Kapitahsmus (1913); Der Bourgeois 
(1913) (Eng. trans., The Quintessence of Capitalism [1915]), Kneg und Kapi- 
tahsntus (1913). 
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cussed but still both troublesome and challenging During the 
greater part of the period covered by modem economic thought, 
historians and economists of different schools have been engaged m 
polemics over the question of what it means to explain economic 
phenomena. The result is, mildly stated, unsatisfactory. To a large 
degree we find one group of students in possession of the problems 
and another m possession of the data and the two living in separate 
universes of discourse. The attack on deductive analysis begun and 
continued by successive historical schools is kept up by the institu- 
tional economists, and now the statisticians are making it a three- 
cornered fight. To one who sees, or at least believes, not merely that 
all these methods and perhaps others are useful and necessary, but 
that friendly, intelligent co-operation among those who pursue them 
is equally so, it is disheartening to find them engaged so largely m 
reading each other out of the kingdom. 

Human nature being a thing of limitations, it is natural for each 
scholar to think he is giving impartial consideration to the different 
points of view, when to the critical reader it is clearly otherwise. 
Sombart, for example, protests that he (and the newer historical 
school) must be classed as combining the theoretical and the histori- 
cal (Vol. I, Part I, p. xui). He insists that he is an economist rather 
than a historian, and even makes rather ill-mannered remarks about 
the “mere historian.” Yet to the theorist the most striking feature of 
Modern Capitalism is the author’s failure to understand the elemen- 
tary mechanics of the competitive economic organization. Most of 
his “errors” are not at all peculiar to him; on the contrary, they are 
characteristic of historians generally and of other writers on eco- 
nomic subjects with the exception of specially trained theorists. In 
fact, they root in those primitive, popular misconceptions, the eradi- 
cation of which is the despair of every teacher and writer in the 
field of economic fundamentals. 

In the treatment of economic history, a confusion of money and 
wealth has become conspicuous in the handling of mercantilism, 
and here the viewpoints of historian and theorist notoriously clash 
most acutely. Sad as the fact is, it seems to be a safe prediction that 
an age of laborious education will be required before the two groups 
will cease to impress each other, in their treatment of this large and 
vital topic, as merely wagging their respective ears. And why? It 
ought to be recognized all around as legitimate and useful either to 
examine the historical background of an idea or policy or to con- 
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sider it critically in the light of its wisdom as a means for achieving 
an end. 4 

It is not at all to the point to say, as Sombart and the Germans 
(cf. also E. Cannan) regularly do, that no one could be so stupid as 
not to know the difference between money and wealth, that the an- 
cient fable of Midas is enough to dispel this illusion from any mind. 
Certainly the mercantilists did not identify the two explicitly 
(though they come near enough to that at many points), but it is 
just as unquestionable that only on the basis of such a premise can 
any sort of sense be made out of the great bulk of the mercantilists 
utterances or policies. And why should it be otherwise^ Conditions 
are no different today m most of the civilized capitalistic world. The 
man from Mars reading the typical pronouncements of our best fi- 
nancial writers or statesmen could hardly avoid the conclusion that 
a nation’s prosperity depends upon getting rid of the greatest possi- 
ble amount of goods and avoiding the receipt of anything tangible 
in payment for them. 

An even more egregious, if practically less serious, example of the 
same confusion is found m Sombart’s almost incredible position, ar- 
gued and emphasized through a dozen pages (Vol. II, Part I, pp 
185 f.), that m the period following the new discoveries there was 
an increase m the aggregate demand for goods, constituted and 
measured by the amount of new money put into circulation. Un- 
doubtedly he would admit, m the abstract, the basic axiom of an ex- 
change economy (sometimes called “Say’s Law”) to the effect that 
the supply of one commodity is the demand for another and vice 
versa, and that consequently the aggregate demand and supply are 
necessarily equal, with money a mere intermediary. Yet there, in 
cold type, is the most explicit argument to the contrary. Fortu- 
nately, again, all this does not prove that Sombart overemphasizes 
the importance of the new gold and silver m transforming the 

4 To the mere theorist it seems that even from the historical point of view the 
conventional treatment of mercantilism by the historians is open to criticism. To 
emphasize the Staatenbildung aspect is well and good, but to limit the description 
to that is surely narrow, if not misleading Thus Sombart states ( Der moaeme 
KapttahsmuSy rev. ed , Vol I, Part I, p 363, m italics) that “mercantilism is in the 
first place nothing other than the economic policy of the town extended to a 
larger territory ” But on the third page following we read (also in italics) that 
“Aus der Guterversorgungspolitik der Stadte wurde eme Geldversorgungspolitik 
der Staaten ” This is surely the same thing with an important difference. If one 
goes on to list in parallel columns the mam elements in the economic policy of 
the late medieval towns and of the mercantilists-military power, large popula- 
tion, colonial expansion, etc —one surely finds the differences in the two lists 
more conspicuous than the similarities 
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economy of Europe, which was undoubtedly great. It is typical of 
economists of all schools, the classical no less than the historical, to 
sense correct conclusions and support them with nonsensical reason- 
ing. Our point is merely that more care in statement and more 
generous interpretation in reading are both requisite to the desider- 
atum of more effective co-operation between scholars. 

Another far-reaching case of failure to get clear of the level of 
folk-thought in economic analysis is found m the historians’ com- 
mon lack of grasp of the working of competition m bringing about 
an essentially impersonal, quasi-mechanical control of economic re- 
lationships. Few critics of capitalism see clearly enough that the en- 
trepreneur m his “control” of production is relatively helpless as to 
what he shall produce, and where and when and by what instru- 
mentalities and methods— and m particular as to what he shall pay 
for labor. Under perfect competition he would of course be com- 
pletely helpless, a mere automatic registrar of the choices of con- 
sumers (and of laborers and property owners in so far as these have 
sentimental preferences among occupations or employers). Actual 
competition is undoubtedly very imperfect, but the degree of im- 
perfection is quite as easily over- as underestimated. If one consid- 
ers the range within which the manager can actually choose arbi- 
trarily and remain m business, and averages out over a reasonable 
area and time period, it is evident that impersonal competition is 
after all overwhelmingly dominant. 

Now the whole literature of capitalism is saturated with the view 
that its “spirit” is that of bargaining beween individuals. Nothmg 
could be farther from the truth. There is relatively little bargaining 
in actual capitalism , 5 and under effective competition, again, none at 
all. And, on the other hand, when a seller or a producer is influenced 
by emulation or rivalry toward a competitor (and not ruled exclu- 
sively by an absolute calculation of his own maximum advantage), 
to that extent he is not following economic motives but is behaving 
irrationally, sentimentally. 

In the popular mind, and of course especially m the Marxian and 
most other socialistic literature, it is viewed as an axiom that the 
owner of “capital,” or “the means to labor,” has the worker in his 
power. But the proposition is false or meaningless if employers are 

5. The suggestive or hortatory element in advertising and selling is of course 
of the nature of primitive bargaining. But the relative importance of this element, 
in comparison with “education” of a proper and necessary type and the actual 
power of advertising in general, is as much overstated by superficial commen- 
tators on economic life as it is minimized by apologists. 
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in competition with each other and act in accordance with economic 
motives. The distribution of economic power m a competitive soci- 
ety is simply the relative market values of the property or labor 
services offered to production by different individuals And if mo- 
nopoly is assumed, each group will be equally in the power of the 
other. 6 

Associated with this misconception of the bargaining relation be- 
tween property and persons, as a sort of counterpart, is another 
view held with amazing tenacity by thinkers of various schools as 
well as the folk-mind, namely, the belief that labor really “pro- 
duces” the whole product And permeating the whole complex is a 
bewildering jumble of unexamined and largely unconscious assump- 
tions, dogmas, categories, concerning the relations between me- 
chanical explanation and social criticism, between science and ethics. 
This is unescapably a philosophical problem, and the temper of our 
times is against philosophizing in social science The tendency is 
sound, within limits, but carried too far it becomes philistinism and 
plain ignorance Some of the insistence on facts which we hear to- 
day is in fact a refusal to face facts which are just as fundamental 
to the discussion as those recognized but are ruled out because they 
do not fit into a preconceived methodology It is hard to begin a 
discussion in this field in less than a volume, but the issue as to the 
character of social facts and their relation to ethical judgments is so 
vital in any approach to the critique of capitalism that some notice 
must be taken of it. Again, Sombart has presented a beautiful bad 
example 1 

Scattered through the tomes on Hochkapitalismus are the bits of 
Sombart’s theory of price (including distribution), or what passes 
with the author as a theory (see esp. Vol III, Part I, pp. 127-46) 
Marginal utility theory is an Irrlicht (p. 127), and all endeavor to 
“impute” a determinate share of the social product to the participat- 
ing factors grundsatzlich verfehlt These endeavors arise out of apol- 
ogetic ends . . . (p 140). The share of property ( Mehrwert ) is the 
expression of relative economic power and there is only an apparent 
difference between this conception and that of economic law (p 
141). The rest of his discussion is a mixture of considerations his- 

6 Actually, the distribution of power is distorted in favor of property by the 
possibility of “capitalizing” it, living on the substance and thus securing ability 
to wait. If laborers were not guaranteed the “inalienable right” of freedom, that 
is, if they could make enforceable time contracts for work and thus capitalize 
their labor power they would in an economic sense be more secure— in the sense 
m which the slave has security. 
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toncal and descriptive with “analysis” m a sense remote from me- 
chanical principles or quantitative isolation of cause and effect. In- 
deed, the association of particular effects with particular causes 
seems to be repudiated universally as well as m economics by the 
later portion of the paragraph (p. 140) from which the first citation 
above is taken. Taking the author at his word, economic theorists 
are burdened with the enormous load of the sin of leading men to 
think in terms of cause and effect! 

Comment must be so brief as to sound dogmatic. Again, the au- 
thor has sound intuitions, while his statements are largely the perfect 
inverse of the truth. He is right m universalizing the imputation pro- 
cedure. The method used in the productivity and utility theories is 
identical with that employed in science wherever any effect is asso- 
ciated with a particular cause, since all causality is joint causality 
Through all discussion of induction and all classification of its can- 
ons stands out clearly the essential principle that nature is uniform 
as to the element of situations, that the diversity in event-sequences 
as wholes is explained by the presence of particular elements in 
varying amounts Now the variation m degree is sometimes a simple 
matter of the presence or absence of an element in the antecedent, 
associated with the presence or absence of some element in the con- 
sequent, and the one is recognized as “the cause” of the other. More 
commonly, however, the elements in cause and effect are variable 
magnitudes and explanation involves showing the quantitative rela- 
tion between them individually. And again this quantitative rela- 
tionship is sometimes of the relatively simple character represented 
by a straight line (through the zero point of the scales), but usually 
it is a more complicated one Typically, then, any effect element 
which we wish to explain is some curvilinear function of each of 
an indefinite number of cause elements When this is true, the rela- 
tion between cause and effect (in other words, factor and product 
or commodity and satisfaction) has to be stated as a function of the 
amounts of all the cause-elements acting and computed for infinites- 
imal quantities or variations in each The marginal utility and margi- 
nal productivity theories are crude verbal approximations of the 
partial differential equation, which is the general form of a causal 
law The principles have been commonplace in mechanics since the 
early nineteenth century at least, but economists only began to dis- 
cover them around 1870 and only exceptionally have any clear idea 
of them yet. 

However, it is in his reference to science and ethics that Sombart 
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goes to the heart of the issue, but he has his mam conclusion up- 
side down— though here the great mass of economic theorists of the 
cloth are with him m the inversion. The theory of infinitesimal in- 
crements certainly states the logic of the economic cause-and-effect 
relationships since there are no other principles of causality met 
with in human experience or known to the human mind. And 
these principles apply equally, whatever type of causality is as- 
sumed, whether human behavior be viewed as choice determined 
by motives or as automatic response to stimulation, physical or 
psychical— just so it is in accordance with some form of law. But 
all such considerations have practically no ethical significance. The 
tendency under competition for any laborer and the owner of any 
piece of property to get as income his (its) causal contribution to 
production (or things equal to the same value) does not mean 
that they tend to get what they ought to have. The contrary would 
involve the postulate that effects “ought” to follow their causes, 
which is evidently nonsense. Moreover, neither the income distribu- 
tion which we observe nor that which would result from the per- 
fect competition of theory is to any great extent in conformity 
with any acceptable ethical standard . 7 

7 The fallacy of attributing ethical significance to distribution based on what 
the individual puts into the social total has several roots, of which only bare 
mention of a few is possible here One is the feeling for expediency, that, m view 
of human selfishness, society must be so organized, or people will not work 
effectively. Of course any degree of positive correlation between reward and 
contribution would m theory accomplish this result That identifying expediency 
with ethics is another way of denying the existence of ethics in the common- 
sense acceptation, many economists would admit and welcome the consequence 
It is demonstrable, however, that the same logic which does this will annihilate 
the expediency concept in turn and reduce economic behavior to mechanical 
me\itability and will end in impossible absurdity, but this is not the place to 
present the argument. 

In our opinion the essential confusion back of the assumption of an ethical 
significance m productivity is the fact that one factor in productivity is effort, 
which does have ethical significance for common sense. But the recognition of 
effort as a factor m a sequence takes the discussion out of the realm of science, 
as that term is properly used, for it is of the essence of the scientific conception 
of causality that nothing of the nature of effort is involved m it Thus there is 
an ultimate contradiction between the scientific and the ethical premises of 
thought 

No task m the field of economic thought would be more interesting or more 
important than that of tracing through the literature the concept of production 
and separatmg its causal and ethical aspects and implications. Perhaps— if so 
much as a perhaps may be ventured here— one would discover a tendency to use 
the word “produce” in a causal sense, and unconsciously drag in an ethical im- 
plication when speaking of the property factor, and to make the ethical sense 
primary when referring to the role of persons But m reality, again, there is not 
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From considerations largely of an economic-theoretical character 
we must now turn to the more historical aspects of the capitalism 
problem. 

In the past generation there has been a pronounced movement 
away from emphasis on the machine-industry side of modem eco- 
nomic life, away from the inventions, the period of the industrial 
revolution, and from England, to a broader interpretation in terms 
of culture history. Sombart and Max Weber stand out as leaders in 
the emphasis on non-technological factors, political, psychological, 
intellectual, and religious, underlying economic change. In some 
ways, the revised Der modeme Kapitahsmus represents a return 
toward more conventional views, as compared with the first edition 
The earlier work dated the capitalistic age from 1204, the year both 
of the capture of Constantinople by the Crusaders under Venetian 
manipulation and of the publication of Leonardo Pisano’s work on 
mathematics which introduced the Arabic notation into Christian 
Europe The new edition divides modern from medieval history at 
the usual date and also separates the former into two periods at about 
1760, the date of the introduction of the coke process in iron smelt- 
ing. From about 1500 to 1760 is the period of “Early Capitalism,” 
from the latter date to World War I that of “High Capitalism ” 
The volumes on the Jews, on war, and on luxury presented ex- 
treme statements of special theses, as the author now admits, and the 
theories of these and of the first edition of the general work are 
much toned down and worked into better perspective in the new 
Modem Capitalism 8 

Although m general Sombart shows little reverence for his critics, 
the decidedly negative comment which greeted many of his theories 
in their earlier statement must have had something to do with the 
marked improvement in the new work. Indeed, he virtually admits 
yielding ground under the influence of Strieder 9 on the question 

much more ethical significance in the second source of income than in the first 
(a common illusion of radicals) Personal capacity is, nearly as much as wealth, 
the result of inheritance or luck rather than effort or any ethical source 

8 A French admirer (who classes the author among the five great names in 
modem economics— Smith, Marx, Walras, Pareto, Sombart) goes so far as to say 
that the revision has only the name m common with the first edition (G -H 
Bousquet in Revue d’histoire economique et sociale, Vol XV, No 2 [1927]) 
This seems to the present writer a great exaggeration of the change. 

9. J. Strieder, Zur Genesis des modernen Kapitalismus* Forschungen zur 
Entstehung der grossen Kapitalvermogen am Ausgange des Mittelalters und zu 
Beginn der Neuzeit , zunachst in Augsburg (1904) . See Der modeme Kapitedismus , 
rev. ed , Vol. I, Part II, pp 637-38 and note 
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of rent as the practically exclusive source of capital m the early 
modem development. His original contention was that commerce 
itself, trading profit, was unimportant as a source of accumulation, 
which he held came from the money plethora in the hands of aristo- 
cratic landlords. Strieder’s interesting book on the Augsburg for- 
tunes as evidenced in the tax records, together with Heynen’s study 
of Venetian history 10 and articles by Hapke, Nuglisch, von Below 
and others , 11 seemed to leave little possibility of reconciling the 
“rent-theory” with the facts However, it is often possible to find 
an interpretation which will go far toward reconciling theories 
where the parties m controversy see nothing but absolute contra- 
diction. In this case, the view of Max Weber makes it appear that 
both Sombart and his opponents are substantially right Weber 12 
holds that money was made in trade by traders, but that the initial 
capital did come largely from the landowning nobility under the 
form of commenda-contracts or other credit arrangements 

Obviously related to this theory of rent versus trade as the source 
of the early modem capital is Sombart’s second highly controverted 
position, on which he is much less disposed to yield any ground in 
his revision. This is the contention for a “handicraft” ( handwerks - 
massig ) characterization of medieval trade 13 The issue here involves 
the “quintessence of Sombart,” his theory of the essential contrast 
between earlier economic life and that under capitalism— specifically 
“high capitalism,” with “early capitalism” as an intermediate, tran- 

10 Reinhard Heynen, Zur Entstehung des Kapitalismus in Venedig (1905) 

11 Rud Hapke, “Die Entstehung der grossen Vermogen lm Mittelalter,” 
Jahrbuch fur Nationalokonomie , Vol XXI, Senes 3, A Nuglisch, “Zur Frage 
der Entstehung des modemen Kapitalismus ” Jahrbuch fur Nationalokonomie , 
Vol XXVm, Senes 2, G von Below, “Die Entstehung des modemen Kapitalis- 
mus,” Historische Zeitschrift, Vol XCI 

To these criticisms should be added the thorough overhauling given Sombart 
in Lujo Brentano’s essays m the volume, Die Anfange des modemen Kapitalismus 
(1916) The date is that of Sombart’s own revised Der modeme Kapitalismus 
and though some of Brentano’s essays had been published before, Sombart shows 
no knowledge of them Heynen was a student of Brentano 

12. General Economic History (Eng trans ), pp 343 f The question is closely 
related to that of the origin of the medieval towns Henri Pirenne’s book 
Medieval Cities seems to the writer to give a one-sided view of them as the ex- 
clusive creation of the merchants. He does not mention Sombart For reference 
to Pirenne’s views see Der modeme Kapitalismus , rev. ed , Vol. I, Part I, p. 175 
Professor H See, Les ongines du capttahsme modeme esqmsse histonque , esp 
pp 34, 190, refers to Sombart’s argument with respect but dismisses it as uncon- 
vincing 

13. See his defiant restatement in chap xvm of the revised edition (Vol. I, 
Part I, pp 279 f), with an Appendix answering his critics (pp 309 f) 
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sitional form. It is a question of the “spirit” of life m the different 
periods In his formal definition of capitalism (Vol. I, Part I, p 319) 
it is, to be sure, the form of organization which is put to the front, 
with the capitalistic spirit in the position of a codicil, but m his work 
as a whole it is clear that the spirit is the inner heart of the matter. 
In his view, the spirit of capitalism is that of exclusive direction of 
activity toward increasing the sum of money (in contrast with the 
handicraft endeavor to satisfy needs) combined with economic 
rationalism. The last, again, is analyzed (p. 320) into the three ele- 
ments of (a) planning in advance (P lanmassigkeit), ( b ) intelligent 
direction (Z 'weckmassigkeit), and ( c ) control by exact, quantita- 
tive evaluation of ends and means ( Rechnwngsmassigkeit ) A little 
later (pp. 327, 329) the capitalistic spirit is described as a combina- 
tion of the Faust spirit of the modem European soul— “enterprise,” 
reaching out toward infinity— with the “bourgeois” spirit of order, 
industry, and frugality. It is the qualities of abstract quantitativeness 
and unboundedness which constitute the essential contrast with the 
craft spirit. 14 

Leaving entirely aside for the moment the question of historical 
causality, there is no doubt that the capitalistic spirit is the most im- 
portant fact of modern economic history or even of modern history 
at large And it is Sombart’s work, along with the strikingly similar 
utterances of Max Weber, which has taught the reading world to 
appreciate the importance of quantitative rationality as a phase of 
the modern social mind This must stand as one of the great in- 
tellectual achievements of the age. It seems to the present writer, 
furthermore, that Sombart is more right than wrong m his emphasis 
on the abstract goal and unbounded striving. To be sure, it is easy 
to understate both the amount of the getting-ahead spirit present in 
the Middle Ages and the role of making a living in the present day. 
That making money is after all making a living is one of those 
facts which the teacher of economics finds difficulty in getting the 
student and the public to appreciate Yet the former, almost uni- 
versal, centering of attention on the achievement of a fairly definite 
and limited standard of living (though varying widely with social 
status) seems to be the most important difference between medieval 
and modem economic life. 15 

14. See also, in accordance with the references given m this connection by the 
author, Sombart’s essay m Vol IV of the Grundnss der Sozialokonomik y and his 
book Der Bourgeois (Eng. trans , The Quintessence of Capitalism) 

15 In this connection it is inevitable to recall the sharp difference between 
Sombart and Pirenne (none too generous on either side and rather nasty on 
that of Sombart-Der moderne Kapitahsmus , Vol I, Part I, p 175) and to note 
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In the way of causal explanation of the revolution m world view 
which has given us the modem man, in contrast with a mere histori- 
cal description of the change, there are not many offerings to be 
listed. That sort of thing has been out of fashion in historical writ- 
ing for some time. The mere dogma of inevitable progress, through 
the cumulative growth of knowledge and improvement in tech- 
nique, is plausible on its face but breaks down m view of the ob- 
trusive fact of decadence. Emphasis on particular technical advances, 
themselves viewed as accidental or simply taken as data, which serve 
as keys to a large sequence, is often illuminating. Sombart’s view of 
the importance of the Arabic system of notation seems hardly ex- 
aggerated— until we ask why it did not form the basis of a develop- 
ment among the people who invented it similar to that which it 
seems to have occasioned when introduced mto Italy and Europe 
The most famous hypothesis of a causal nature in connection with 
modem capitalism is no doubt the religion-theory of Max Weber 

Two years after the first appearance of Der modeme Kapitalis- 
mus , Weber published the first of his essays on Protestant ethics 
and the spirit of capitalism 16 He essayed to prove specifically that 
Protestantism, particularly Calvinism, and most particularly English 
Puritanism, was the main cause of the capitalistic movement, and not 
a mere rationalization of its standards; his argument is based on the 
strength of Puritanism among the petit bourgeois classes who were 


that, in spite of all, they complement (where they cannot compliment 1 ) each 
other Pirenne’s observation, or theory, that the whole modern development was 
the work of successive “waves” of new men, each successive group retiring to 
live at ease as soon as they were m a position to do so, is strikingly in harmony 
with Sombart’s view of the contrast between the medieval and the modem eco- 
nomic spirit. 

There is no space here to comment on Sombart’s significance as an economic 
historian in the general sense, apart from his special theories, nor is the present 
writer competent to do that But we must record the impression of a staggering 
amount of work of a very high order having gone into the making of his books 

16 Archiv fur Sozialwissenschaft und Sozialpohtik (1904 and 1905) There 
followed a considerable controversial exchange in this and other periodicals, and 
m 1912 E Troeltsch’s book, Die Soziallehren der chnsthchen Kirchen und 
Gruppen , which gave general support to Weber’s position See references in 
Brentano’s Der wirtschaftende Mensch in der Geschichte (1923), p 372 n. This 
volume incorporates the essays contained m the earlier Die Anfange des mo- 
dernen Kapitahsmus and prefixed reprints of several other valuable papers deal- 
ing with the relations of religion and ethics to economics m the course of history 
All references to Brentano m this paper are to the later book. Weber’s origmal 
essays are republished in his Gesammelte Aufsatze zur Religions soztologie, Vol. I. 
His views are summarized m Part IV of the General Economic History , now 
published in English translation A convenient statement of them is given in two 
articles by the Rev. P T. Forsyth m the Contemporary Revte'W for 1910. 
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not in a position to practice acquisitive business on an appreciable 
scale. Sombart, in Die Juden und das Wtrtschaftsleben , took over 
the main idea and attempted to extend it by arguing for a similar 
religious morale among the Jews and for their having played a de- 
cisive role in the development of capitalism. Both phases of the re- 
ligion-theory are destructively criticized by Brentano (op. at., essays 
X and XI) with expressions of personal deference for Weber and of 
its absence for Sombart! It seems to be a fairly safe rule that the 
negative will have the better of a debate over any far-reachmg 
principle of historical causality, if not any historical generalization 
whatever More recently, R H. Tawney has studied the role of the 
Protestant churches m a scholarly and beautifully written volume 17 
in which Sombart and the Jew theory are not mentioned, and Henri 
See makes some judicious and impartial, if rather non-committal, 
remarks on the questions in his short but able historical sketch 18 

The result in all cases is rather negative, so far as any satisfying 
view of causes is concerned. Tawney sees religion, as a social organ- 
izing force or power in private life, simply whipped out and driven 
from the field by the irresistibly rising power of greed, and looks 
with eloquent longing— mainly backward— toward a different state 
of affairs. We miss any adequate objective survey of either the 
actual policies (ends or means) of the medieval Church as a political 
power, or the ethics of workaday economic relations, in contrast 
with the fair-soundmg preachments of religious and moralistic writ- 
ers. Mr. Tawney seems to exaggerate both the identity between re- 
ligion and the religious organization and the difference between the 
conduct of ecclesiastical and other bureaucracies in power, to say 
nothing of possible differences of opinion regarding the ethical as- 
pects of either comparison. 

From this standpoint, of the dominating spirit of activity, Bren- 
tano puts forward a very interesting theory of economic evolution 
The central concept is the changing composition of the economic 
unit. He holds, in brief, that the spirit of an economic unit is uni- 
versally and always that of hostility and unbounded acquisitiveness 
in its relations with outside units, combined with brotherhood or 
communism in relations between members of the unit itself. What 

17. Religion and the Rise of Capitalism (London, New York, 1926). Cf also 
tlyee articles on “Religious Thought on Social and Economic Questions in the 
Sixteenth and Seventeenth Centuries,” Journal of Political Economy (Chicago, 
1923). Tawney*s book has been widely discussed by reviewers. 

18 Les ongines du capitahsme moderne * esquisse historique (Paris, 1926) Cf. 
esp pp, 26-27 and 108-10. 
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has happened historically, then, is the transformation and disinte- 
gration of the economic unit. As long as the primitive family group 
could expand on a basis of relative self-sufficiency and independence 
of other groups, the communal principle was maintained, but as the 
group became more interdependent with other groups, through 
trade, the external ethic seeped into intragroup relations. Hence un- 
limited gain-seeking has come to be the spirit of economic dealings 
between all individuals, with limited exceptions within the modem 
small family. His essay on the beginnings of capitalism explicitly 
traces its lineage from war, of which trade is at first the twin broth- 
er, this again recalls one of Sombart’s mam emphases. 

See is inclined, as already intimated, to be prudent and avoid 
commitment to explanatory theories and large generalizations. He 
recogmzes the Puritans and Jews as “among the most active agents” 
of modern capitalism (p. 47) but points out (p. 109) that the move- 
ment in Holland was m full swing before the coming of the Jews 
at the close of the sixteenth century. His main emphasis seems to 
be on the geographical factor, which is naturally right for the final 
result of the application of rational procedure but less satisfactory 
for its beginnings. His word for the spirit of the movement is “in- 
dividualism” (pp. 47, 191-92). The most conspicuous weakness of 
this as an explanation is the virtual absence of reference to the state 
and the movement of political thought. Statism is surely as prom- 
inent a feature of the sixteenth century as individualism. See refers 
explicitly to the Reformation as a parallel manifestation of individ- 
ualism, he fails to note that if Luther declared the individual’s re- 
ligious independence of pope and clergy it was but to relegate him 
to an equally abject subjection to the territorial prince and eco- 
nomically and politically to all established authority. Was there a 
real individualist m religion among all the founders of Protestant- 
ism, or m any other respect among all the great names of the cen- 
tury? And in any case, is individualism anything but another word, 
perhaps a somewhat better word than capitalism itself, for the 
change m outlook^ 5 Brentano is better, with his emphasis (op. on 
pp. 53, 370, etc.) on the twofold roots of the whole movement, in 
the revival of paganism with its emphasis on the state, and in the 
religious revolt, which he also treats as essentially individualistic. 

Whatever one may think of his Puritanism theory, there is surely 
one respect m which Max Weber towers above all the other writers 
noticed, he is the only one who really deals with the problem of 
causes or approaches the material from that angle which alone can 
yield an answer to such questions, that is, the angle of comparative 
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history m the broad sense. It seems to the writer that the question 
of the origin of capitalism would gam by being stated m negative 
form: Why did capitalism not develop (m the sense in which it did 
not) m other times and places than modern western Europe? Es- 
pecially, why was there no development comparable to that of 
modern times in the classical and ancient civilizations? Max Weber 
discusses these questions. His General Economic History is a mere 
sketch, available only m an editorial patchwork from students 5 lec- 
ture notes, but m this fundamental regard it stands m a class by 
itself. 

Reflection upon the literature sampled m the foregoing pages 
suggests many questions which it would be interesting to follow 
out, but m conclusion we can note only a few points The first is 
that, as indicated at the outset of the paper, the historical writers are 
handicapped by a lack of clear understanding of the capitalistic 
system. The essential thing, on the organization side, is not at all, as 
Sombart following Marx holds, the dominance of property over 
propertyless labor. The subjection of workers to owners is certain- 
ly less extreme now than it was m the precapitalist^ age, due to the 
fact of impersonal competition However imperfect and occasion- 
ally ineffective competition may be, it is categorically different 
from servitude embodied m the political constitution of a society. 
What is essential is the change in the content of the property con- 
cept, its differentiation into numerous forms, and the liberation of 
both men and things from the prescriptions of authority and tradi- 
tion. In contrast with these, ’’contract,” though very different from 
ideal freedom, is truly a great liberation In theory, and largely m 
fact, the “owner” of a business today is m the same relation to the 
capitalist or ultimate owner of wealth and to the laborer, the last 
two sharing a common lot Thus See is right-one suspects more 
right than he realizes— in placing the emphasis on the loan at in- 
terest as the essence of capitalism (op. cit. y pp. 26, 193) 

Again, on the side of the “spirit” of capitalism, the talk of bar- 
gaining and conquest is even more definitely upside down It was 
also remarked at the beginning that competition and bargaining are 
antithetical concepts. It is rather other times and peoples that have 
bargained and conquered, or especially— and this is more vital— have 
thought m terms of bargaining and conquering. They have all had 
their self-made generals, priests, thieves, artists, traders, men who 
got on in the world. It is true that the bulk of the people in China, 
India, the European Middle Ages, in Rome, and even in Greece did 
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not personally look at life in those terms, but they knew and ad- 
mired such lives. What is new m the modern world is not conquest 
but the conquest of nature. Now this is m contrast with the con- 
quest of other men, though it may be fundamentally a method for 
the conquest of men. This is largely true in fact, as those who de- 
light m pounding capitalism (e.g , the author of a book called The 
Sickness of an Acquisitive Society ) must sometime recognize We 
hold no brief for capitalism and have insisted that there is practi- 
cally nothing ethical about it, but it has been also constructive, 
whereas such spirit of enterprise as existed m previous ages was 
almost purely acquisitive. And still more does capitalism think 
of itself as constructive. The modem businessman views every- 
thing he does as productive— m general naively and about one- 
half falsely, to be sure, but the spirit is fully as important to the 
historian as the deed. 

The novelty is, in a phrase of the Beards, the mvention of in- 
vention. Early technological progress was not based on invention 
m the true sense, but was, we must assume, essentially accidental, a 
slow Darwinian process of the preservation of spontaneous varia- 
tions which happened to be favorable. Now all this is changed; the 
conquest of nature has become a field of deliberative action and a 
means of individual advancement. Max Weber has not overempha- 
sized the importance of a spiritual religion in contrast with magic, 
or Sombart that of an arithmetical notation making it possible to 
teach the masses of mankind to work quantitative problems and get 
the right answers. Apparently technical progress had to proceed by 
gradual, trial-and-error methods up to a certain point before it could 
become deliberate and rational. And perhaps it had for long ages to 
make its painful way m a rigid social framework of authority and 
tradition, and then have the torch passed to a more primitive and 
lawless people. In this connection it is especially interesting to note 
that the five particularly important technical advances by means of 
which Europe seemed to lift itself from medieval to modem status 
were all Asiatic in origin— the compass, the Arabic system, gun- 
powder, paper, and printing And centuries later Asia begins to 
learn of capitalism from Europe. 

Finally, it is suggested that the process by which slavery and ser- 
vitude were eliminated in parts of Europe, without anyone seeming 
to think much about it, is one of those crucial differences between 
the modem age and classical antiquity which is deserving of especial 
study on the part of those who would understand the coming of 
capitalism. 
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The Common Sense of Political Economy 
(Wicksteed Reprinted) 1 

All students of economics are placed deeply in debt to the London 
School of Economics, to Professor Robbins individually, and to the 
publishers by the bringing-out of this work. In it are included not 
only the “Common Sense” but, in addition, all of Wicksteed’s eco- 
nomic writings of importance except the Co-ordination of the Laws 
of Distribution , which has also been reprinted, but under separate 
covers, m the London School senes of reprints. These other papers 
fill nearly two hundred pages of the second volume. The two 
volumes are offered for sale separately, the first, with an admirable 
introduction by Professor Robbins, containing Book I of the “Com- 
mon Sense,” which makes Wicksteed’s general statement of his sys- 
tem available in convenient bulk for use in elementary classes. The 
reviewer has some doubts as to whether there will be any great de- 
mand for the work for this purpose in the United States, where the 
elaborate illustrations m the barbarous system of pounds, shillings, 
and pence will form a considerable obstacle to the undergraduate 
mind And there are deeper reasons which will be obvious from the 
following more critical comments on Wicksteed’s work. 

In writing any discussion of Wicksteed’s work (and making ex- 
cuses for the tardiness and unconventional character of this note), 
it is necessary for the present reviewer to make some statements of 
a somewhat “confessional” character. To begin with, my own pub- 
lished ideas on economics have frequently been compared, not to 
say bracketed, with those of Wicksteed, especially by the editor of 
these volumes. I therefore feel compelled to say not only that I 
never read the “Common Sense” until recently in this reprinted 
form, but that when I once “thumbed through” the book about 

1. Philip H Wicksteed, The Common Sense of Political Economy and Se- 
lected Papers and Reviews on Economic Theory , ed. Lionel Robbins (2 vols , 
London George Roudedge & Sons, Ltd, 1933). 

This article is reprinted by permission from the Journal of Political Economy , 
VoL XLII, No. 5 (October, 1934) . 
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1923 or 1924, 1 found it intolerably prolix; and, furthermore, that I 
get much the same feeling now. It seems to me to use endless pages 
m saying what could be more intelligibly and forcefully said m a 
fraction of the space. This might not deserve putting into print 
were it not for the second fact, which I hope is of more importance. 
It is considerably over a year since, at Professor Viner’s suggestion, 

I took the copy of the reprint for the purpose of writing a brief 
and rather perfunctory notice m this journal. About the same time, 
the publication of Vmer’s article on cost theory in the Weltnmrt- 
schaftshches Archtv led to some discussion of that subject m the 
theory group at Chicago. It became necessary for me to “straighten 
out” my ideas on the subject of cost before I could write my notice 
of the book, and m that connection to study through Wicksteed’s 
theoretical position. The result is a considerable reconstruction of 
my own system, so that it no longer agrees so closely with the posi- 
tion of Wicksteed, which is practically that of Wieser and the 
present-day Austrians, and I have to modify quite materially some 
doctrines previously expounded in print. The following pages 
present briefly this change in position and constitute, not, indeed, 
a “review” of Wicksteed’s book or work, but a discussion of the 
pivotal doctrine m his position. 

This master-theme is that economic theory is merely a clear work- 
ing-out of the “common-sense” of the administranon of resources, 
and particularly that the same principle governs the organization of 
production and consumption. Producers, like consumers, spend 
money m the way to make it buy the largest result. Productive 
services, like individual incomes, are said to be allocated on the 
principle of equalizing marginal increments of the result— value-prod- 
uct m one case, utility m the other. In an economic system so con- 
ceived, prices are equal to money cost, and can be said to be deter- 
mined by cost, money-cost outlays representing payments to pro- 
ductive services, which payments m connection with any one prod- 
uct reflect the competing offers of producers of other products for 
productive capacity. Thus, equality between price and cost is but 
another view of the fact that resources are so allocated as to be 
equally productive in all uses, and the real cost of any product is a 
displaced quantity of competing product, which at equilibrium 
must be of equal value Resources specialized to any particular use 
get a “rent” or a “price-determined” remuneration and do not affect 
the price at all. 

A short article of mine, published in 1928, which expounded this 
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general view, received some favorable comment. 2 But it contains 
one rather crucial and, to me now, painfully obvious error, which 
1 think applies also to the general position of Wicksteed and the 
Austrian school on the subject of cost. That is to say, the general 
principle of alternative-product cost so carefully and elaborately 
expounded by Wicksteed is subject to a sweeping limitation. It has 
to do with the question of “irksomeness” or subjective cost, which 
was the central cost concept of the older classical economists but is 
virtually eliminated from consideration in the general equilibrium 
theory of Wicksteed and the Austrians. The relative “irksomeness” 
of different occupations (the same notion really applies to all factors 
as well as to labor) is supposed to have no effect. And it does not 
if money earmngs are m fact equalized, but the error is that they 
need not be equalized even at equilibrium and under freedom of 
movement. 

In my own paper above referred to, the example of the deer and 
beaver used by Adam Smith was made the basis of the argument, 
but my own statement, as a matter of fact, contains a clause which 
starkly calls attention to the fallacy, although I did not see it for 
years. (These personal details seem to me v/orth giving because 
they are so typical of what has happened all through the history of 
economic thought and should be helpful m emphasizing caution 
and preventing errors.) A passage of the paper ( loc . cit ., p. 356) 
reads “Suppose for example it be found that deer hunters ‘volun- 
tarily 7 work twice as many hours per week as beaver hunters for the 
same reward in deer or beaver at their market ratio, or 50 per cent 
more hours for two-thirds the reward.” It should, as it now seems, 
hit any critical reader in the eye that under the first assumption the 
alternate-product principle is valid, but that under the second it is 
not. That is, it is palpable that if, say, the workers m two occupa- 
tions of different degrees of “irksomeness” are indifferent between 
the two at the same total wage, if they compensate for the difference 
in irksomeness by working a different number of hours per day, or 
in any other of several possible ways except the money earnings, 
the alternate-product principle of cost is valid, the cost of a unit of 
deer is the quantity of beaver of equal value, and vice versa. But if 
the difference or any part of it is reflected in total earnings, then it 
is palpable that resources are not at equilibrium distributed between 
the two uses m such a way as to equalize the pecuniary return, and 

2 “A Suggesuon for the Simplification of the General Theory of Price,” 
Journal of Political Economy , June, 1928, pp. 353-70. 

[106] 



The Common Sense of Political Economy 

the addition to the output of one product resulting from subtracting 
a dollar’s worth from the other will not be exactly a dollar’s worth 
but somewhat more or less . 3 

It now seems to me that the reference to the possibility of the 
reward being two-thirds in one use what it was m the other was a 
“slip” in writing, that what I really thought was that such a result 
was inconsistent with rational choice between occupations on the 
part of the laborer The reality at the back of the irksomeness no- 
tion is a competing possibility of using productive capacity m other 
ways than to produce income— say for recreation, or, in the case 
of labor, leisure (see below). Certainly after the issue was clearly 
defined in my own mind (m which process discussion with T O 
Yntema was perhaps especially stimulating), I for some time felt 
it sound to argue that the same rationally choosing subject would 
not combine pecumary and non-pecumary utilities in different pro- 
portions m different occupations. This would be sound if all pecum- 
ary utility were really of the same kind and all non-pecumary utili- 
ty likewise, or, in general, if all the alternatives were composed of 
common elements which could be combined at will in any propor- 
tions. But it is now clear that such is not the case, the composite 
non-pecumary alternative given up m working is an extremely com- 
plicated and subtle concept and would never be identical in two oc- 
cupations. That is, it would never be the same junction of time , 
and time enters into such comparisons m a peculiar way, being the 
one independent variable which is a real physical dimension of both 
and all alternatives compared And while the pecuniary alternatives 
will probably be less divergent, they will rarely be the same either. 
A man will typically spend his money for a different list of prod- 
ucts, or at least for the same list in significantly different propor- 
tions, as a consequence of changing his occupation. And any con- 

3 The alternative cost principle which goes with the notion of general equi- 
librium in terms of pecuniary return can be formulated in terms either of value 
of sacrificed alternative or of physical quantities. It tells us more about the situa- 
tion, is a more complete analysis, to keep values and quantities separate This 
means expressing the condition of equilibrium as an equality between a physical 
ratio and a value ratio rather than as an equality between two mixed magnitudes 
each a value of a physical quantity In the simplest common-sense form, equilib- 
rium means that the physical quantities of any two products which have identi- 
cal costs m transferable resources will have idenucal incremental utilities to all 
consumers (who consume both— see below) . The ratio form of statement is ac- 
curate only for mathematical derivatives m a rather complicated form. There is 
no definite ratio between either utilities or costs of finite magnitudes of product, 
as there is none between any two subjective magnitudes except at the point of 
equality or ratio of 1 1 
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siderable change in the composition of a utility complex affects the 
utility of every element and makes it a new complex. Worse still, 
expenditures for enjoyment can never be accurately separated from 
those which are properly costs or deductions— such as trans- 
portation, special clothing, and location and mode of life which 
go with the job. Hence, it cannot at all be assumed that one will 
strike a balance at the same pecuniary income, if perfectly free to 
proportion “working” and “not working” at will. (In general, a work- 
er has this freedom only in a limited degree, but it is m order to as- 
sume the greatest flexibility at all justifiable m relation to the facts.) 

Following up this reasoning, we find that the conception which 
is the very cornerstone of Wicksteed’s work, namely, the conform- 
ity of the economic choices in consumption and production to a 
common principle, is subject to a sweepmg limitation which seems 
to have generally escaped economists, as it did the present writer, 
or, if it was sensed by the pain cost and real cost theorists, it has 
not been correctly and clearly stated. In consequence of the princi- 
ple of division of labor m particular, and more generally the fact of 
diversity of ownership of resources, there is a fundamental non- 
parallelism between the theory of the allocation of mcome among 
competing uses by consumers and the allocation of resources among 
competing lines of production in society as a whole. An essential 
principle m the former case is that every consumer, in apportioning 
his mcome rationally, will establish the same “relative marginal 
utility” between any two products, with the result that this relative 
marginal utility of different products is, m a sense, “objective” for 
all exchangers, even though it is in essence a subjective magnitude 4 
The same formal principle holds for the entrepreneur’s apportion- 
ment of his expenditures among different productive resources, and 
hence the relative marginal productivity of every resource is equal- 
ized over the whole system in the same way as relative marginal 
utilities— in the aspect of resources as things bought by the persons 
who do buy them, and m so far as different entrepreneurs can be 
said to buy and use the “same” resources. 

But if differences in the psychological attitudes of different re- 
source-owners (especially, but not exclusively, laborers) are taken 

4. Failure to grasp this principle profoundly disturbed Wieser and the later 
Austrians and gave rise to the spurious “rich-man-poor-man” difficulty in the 
utility explanation of value. It was all clear to Jevons, who repeatedly and ex- 
plicitly emphasized that there is no comparison of utilities between individuals 
except as to equality of ranos, it was possibly understood by Menger also, 
though he is not so explicit. 
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into account, then to the degree that such attitudes in fact differ 
the resources furnished by different owners to different occupations 
are not the same, and no statement can be made about the equaliza- 
tion of return to different owners, since there is no common base of 
reference. 5 This, as already suggested, is a plain consequence of the 
general principle of specialization elliptically referred to as the 
“division of labor.” Because of this principle, the individual as “pro- 
ducer,” i.e , owner of labor or other resources, does not allocate 
productive resources among different uses as the individual con- 
sumer allocates income And m the absence of specialization— in a 
society consisting of self-sufficient individuals— there would of 
course be no problem of money costs. 

What lies back of the notion of irksomeness, as already suggested, 
is in any rational view of conduct the competition of “other uses,” 
apart from money-making, for the productive capacity owned by 
an individual, whether in the form of labor power or any other form 
In the case of labor, we are likely to think of this competition as 
leisure or recreative use of time. But even a superficial analysis must 
recognize both (1) that non-monetary alternatives are open to other 
resources as well as to labor, though with differences in detail, and 
(2) that much more is involved than different uses of time. On the 
first point, the clearest illustration is perhaps “land,” particularly 
agricultural land The typical farm-owner will use a part of his land 
for producing things for sale and a part for such direct uses as build- 
ings, lawns, etc., and on a larger scale, land for agriculture and other 
commercial uses has to compete with such employments as parks, 
game preserves, golf links, etc. 

But the difficulty does not end with a simple dichotomy between 
uses, or, in the case of labor, with the fact that the human individ- 
ual is relatively indivisible between pecuniary occupations, while 
every individual distributes or allocates his potential labor capacity 
in some way between pecuniary and non-pecuniary production 
The case of agriculture again suggests that the owning farmer also 
uses some of his land for such purposes as growing garden vege- 

5. The principle of “equal wages for equal work” so glibly argued, even by 
economists like Pigou, and also fought for, can be given no definite meaning, 
unless (a) both the “work” and the “wages” are measured finally and absolutely 
by the estimation of each individual worker, and ( h ) the performance is meas- 
ured by that of the purchaser, and m that case there can never be any possibility 
of inequality. It is peculiarly interesting that the argument always centers around 
the inequality of money wages In the abstract there is no more presumption that 
the same dollars represent the same utilities in consumption to two workers than 
there is that the fact of equal payment proves equality of “sacnfice ” 
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tables, a part of which may be sold on the market and a part used 
at home, and the part used at home displaces and is equivalent to 
things which are bought and to things which are sold in the mar- 
ket. Again, these things which more or less displace and equate com- 
modities m the market shade off into other human interests which 
do not properly come under the economic principle of rational 
quantitative comparison between uses of resources and maximizing 
of total return at all. We have to recognize a “trichotomy” of inter- 
ests and motives lying along a scale from values definitely, sharply, 
and completely measured in pecuniary terms by (in theory) per- 
fectly competitive market dealings (or opportunities) at one ex- 
treme, to motives which must be designated for the purposes of 
economics by such negative terms as “imponderable” at the other. 

It is impossible to draw a clear-cut boundary around the sphere 
or domain of human action to be included in economic science. The 
most nearly objective boundary would shut out all interests or ac- 
tivities the results of which do not actually go through the market 
But practically it is absurd to make an absolute distinction between 
commodities or services actually bought and sold and those which 
are or come infinitely near to being absolutely the same thing, and 
which would come into the market or go out, more or less, with the 
least shift in price in either direction. This last category obviously 
includes a very considerable bulk both of productive services of the 
various kinds and of their products m the form of commodities and 
direct services. In so far as behavior is to be interpreted in terms of 
economic categories and principles, we have to assume that the in- 
dividual divides the use of any kind of productive capacity between 
money-making and other employments on the basis of the same kind 
of comparison and marginal equalization which underlies the choice 
between different uses of income. But the apportionment between 
different money-making uses (an aspect of which is the theory of 
alternative costs) conforms to this principle only to a limited degree 

This negative statement holds especially for labor, in consequence 
of the indivisibility of the human individual and the principle of 
division of labor, i.e., of the general facts which lead to the division 
of labor and to social economic organization m general. With regard 
to other forms of property , 6 there are no such sharp physical and 
technical limits to the division of the productive capacity owned by 

6. In a property system labor power is the “property” of the laborer, and, m 
fact, most of it is the product of investment. 
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a given individual among a multiplicity of employments, but there 
still are limits to such apportionment, and, m fact, some new con- 
siderations working against it come into play, but they need not be 
considered here. On the other side, there is no reason for the ap- 
portionment, comparable to that which leads to the apportionment 
of income among commodities— no diminishing relative psychic 
utility of one line of use m comparison with others, as the one m 
question is extended. 7 The mam reason making for apportionment 
of his property by the individual owner is the reduction of his 
personal risk, a consideration which does not apply under perfectly 
economic conditions at all Any risk which can be recognized 
as compatible with rational economic choice will be ekminated by 
insurance m some form, i.e , by organized relations with other 
individuals. 8 

On point (2) it is obvious that there are other ways of dividing 
the use of one’s labor capacity between money-earning and other 
uses, and of changing the proportions m such division, m addition 
to shifting segments or increments of the time stream bodily from 
one field to the other Here the problem relates especially to labor, 
which can obviously vary its productivity in a given occupation by 
working at varying degrees of intensity for a given fraction of the 
time as well as by changing the fractional distribution of the total 
time-stream of 24 hours per day and 365 days per year between the 
occupation and “leisure” employments It is also obvious that these 
other modes of variation are, marginally at least, equivalent to chang- 
es in the distribution of time For by working at a slower pace, or 
with less close attention, or in more satisfactory stretches, and the 
like, one can save “energy,” literal and figurative (or physical and 

7 This argument naturally leads to the observation that the “objectivity” of 
the utility theory itself, even in the sense m which it has objectivity, le, that 
the quantities of two commodities having the same incremental utility are the 
same for all individuals, is also subject to limitation As regards any two com- 
modities, it is true only for those individuals who do consume both, or at least 
are actually on a margin of indifference with respect to doing so 

8 “Risk-taking” is in reality a motive on its own account, but it is one which 
cannot possibly be brought under economic principles unless, again, the risk is 
measurable and hence insurable, and very doubtfully even then, at least, I do not 
see how the principles of rational choice through quantitative comparison of 
increments can be applied to the desire to gamble, even m such a mechanical case 
as the roulette wheel, where the essence of the interest is ignorance as to whether 
the result will be a gam or a loss The converse notion of gambling as a disutility, 
paid for on the basis of marginal productivity, though argued for by Pigou, is 
even more unintelligible to me-not to mention that if a businessman knows how 
much “nsk” he is taking he is not taking any at all or is merely playing roulette 
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“spiritual”), from one’s work for other purposes (which again will be 
more or less comparable quantitatively with the things actually 
measured by the money denominator). Many different ways m 
which energy may be saved could be distinguished, but such analy- 
sis would be difficult and vague at best— beyond the factor of physi- 
cal speeding at least— and would rapidly run off into dubious subtle- 
ties. With regard to “property” (apart from labor capacity), there 
are also possibilities of varying the intensity of performance apart 
from redistribution of time, but the question is still more subtle and 
vague. 

A rational theory of the apportionment of productive capacity be- 
tween pecuniary and non-pecuniary employments must rest on the 
assumption that the human individual consideied as a productive 
instrument, and every other productive agency, actually has a given 
fixed productive capacity, the use of which is fractionally appor- 
tioned. This given capacity could only be quantitatively defined as 
the maximum pecuniary income which the individual or instrument 
could produce m the most remunerative employment open. (Capac- 
ity not available for making money income is completely outside 
the ken of the economist.) The difference between this income and 
lesser actual earnings would have to be treated as representing the 
use of the corresponding fraction of the total capacity to create 
some “other,” “non-pecuniary” utility. It is evident, however, that 
virtually any change in the general economic conditions, physical 
or psychical, in the economic system in question, would change 
the definitions of all these magnitudes. We must face the fact that 
the notion of given magnitudes in economic life is itself an assump- 
tion subject to severe limitations. 

Finally, it should again be emphasized that even under given con- 
ditions in the strictest sense, the concept of economy and the eco- 
nomic is subject to severe limitations as a principle of behavior in- 
terpretation. Most of the individual’s activity outside of the sphere 
actually organized through market dealings is not properly or fully 
amenable to such interpretation A rationalizer from the outside 
may indeed argue that the choices involved in play, sociability, 
friendship and the love-life, and in aesthetic, cultural, and religious 
activity, do come under the principle of comparing increments of de- 
sirable result obtainable from the use in different ways of increments 
of “productive capacity.” Wicksteed himself seems to take this posi- 
tion (Book II, chap i), and Canon Rashdall has even more explicitly 
defended it in his book on The Theory of Good and Evil (especially 
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Vol. II, chap ii). 9 But it is surely evident to common sense that if 
the behaving subject himself attempts to view his behavior m eco- 
nomic or mathematically maximizing terms, he changes its charac- 
ter and m most cases “spoils” the interest in and enjoyment of the 
activity. One of the most inspired products of the phrase-maker’s 
art is perhaps the observation of Professor John M. Clark that an 
irrational passion for dispassionate rationality may take the joy out 
of life. 

It may be interesting to glance at the history of the discussion of 
cost from the standpoint of the issues which have been raised above. 
The classical school of economics of course started from the “ax- 
iom” that cost is labor cost. This principle is expounded m The 
Wealth of Nations (Book I, chap v). But in Smith the view is lim- 
ited to his “philosophical” treatment of the value problem; when 
he comes, in chapter vi, to discuss price concretely, he starts out 
from the familiar deer and beaver illustration, in which the underly- 
ing meaning is obviously that of relative cost of two commodities 
in terms of perfectly mobile and indifferent labor. In reality, this 
makes the cost of a unit of either product a definite quantity of the 
other (constant cost), it being assumed also that the productive 
capacity is valued only for its exchangeable product. As long as the 
commodities compared are produced under such conditions— a single 
homogeneous resource of any sort, whose “owner” is indifferent be- 
tween the occupations on the basis of equal time— it is possible to 
measure the cost in terms of resource time, if one prefers. (It possibly 
deserves explicit remark that the feelings attached to employment or 
unemployment have nothing to do with the case; the argument holds 
in every detail in the same way if we substitute acres for laborers.) 
When the costs are heterogeneous, this can no longer be done, and 
the only measure is displaced alternative product, or, in a developed 
economic situation, the complex of competing products reduced to 

9. Interestingly enough, the outstanding critic of the posidon in English so far 
as the writer knows is John A. Hobson, see his Work and Wealth , especially the 
last chapter For a brief criticism of Rashdall, cf R. Kmgsdown Pemberton, 
“The Commensurability of Values,” International Journal of Ethics , October, 
1922, pp 23-33. The issue raised is undoubtedly the real crux of the problem of 
marginal utility about which so much that is not very profoundly relevant has 
been written on both sides. Cf. also R B Perry, The General Theory of Value , 
and his article, “Economic Value and Moral Value,” Quarterly Journal of Eco- 
nomics, XXX (1915-16), 443-85, and critical discussion of his work, and, indeed, 
the entire literature on the relations between economics and the various types of 
value recognized by the philosophers The work of German social-organism 
economists like Spann is also in question. 
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a common denominator in terms of money. In Smith’s later argu- 
ment, especially in chapter vn (“Of Natural and Market Price”), he 
makes it even clearer that the mechanism underlying the cost reason- 
ing is simply that of equalizing the yield of resources by correct ap- 
portionment among competing uses, m which labor, land, and 
“stock” are put on the same basis. Many details are, of course, not 
worked out, and others are confused, but the essential position is 
that of modem “Austrian” economics. 10 

Both Ricardo ( Principles , chap, iv), and Semor (octavo ed., p 
101) even more explicitly worked out the cost theory in terms of 
the flow of resources from one use to another and equalization of 
yield. Abstracting from incompleteness and error m detail, this is 
again the general equilibrium theory, in which the real cost is a dis- 
placed alternative product. Ricardo argued in chapter 1 for labor 
cost as an approximation, and in his work elsewhere assumed iden- 
tity between labor cost and value as a kind of metaphysical dogma 
without any argument whatever Senior, however, made his best- 
known contribution to economic doctrine in the form of a supple- 
ment to pam-cost theory in the form of the abstinence doctrine, and 
this position was even more definitely adopted by Cairnes. 

If resources are considered mobile from one use to another, and 
indifferent between uses in the sense indicated at the outset above, 
namely that at equilibrium, under freedom of choice, they earn the 
same total income— compensating in any way other than money for 
differences m “time-irksomeness,” the different relative appeal of 
income and alternative fruits of each time unit— then any doctrine 
of pain cost or resource cost involves a simple failure to see the ob- 
vious relativity of the price and cost idea (Not to mention the im- 
possibility of measurement, under specialization only final products 
are directly compared and reduced to equivalence.) If the real al- 
ternative to employment m producing (the final unit of) the com- 
modity actually produced (the alternative which would be chosen) 
is at equilibrium with the production of an equal value of some 
other commodity, then it is this quantity of the other commodity 
which is the cost; and neither “pain” nor resource use as such, nor 

10. It is impossible to make any sense out of a doctrine of labor cost m har- 
mony with this position, whether labor cost is taken in a philosophical or other 
meaning, the philosophical doctrine is as “wrong” as a labor-cost theory of 
price empirically considered. It is not labor cost, but scarcity relative to need or 
desire, and the necessity of choosing, which is the ultimate basis or essence of 
value when the latter is taken as a magnitude in any sense This principle was as 
well and clearly stated by Senior as it has ever been since 
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any concomitant of the latter, has anything to do with the case. The 
only connection in which pain or consumption of resources becomes 
significant m relation to the price of products is, as already indi- 
cated, that at equilibrium a small transfer of resources from one use 
to another will for some reason actually involve a change m the 
total amount of pain undergone or resource capacity used in the 
making of money income, this change is indicated and measured, 
of course, by a change in the total amount of money income earned, 
and ties up with a shift mward or outward in the boundaries (con- 
traction or expansion) of the economic system as a whole. 

However, there is a positive side to the matter, along with failure 
to understand. Alongside this equilibrium view implying an alterna- 
tive cost or displaced product-cost doctrine, there seems to be a 
more or less implicit admixture of a different conception of cost 
altogether, one in which cost as pain has somewhat more meaning. 
This view, separated out and stated explicitly, considers all produc- 
tion as due to labor, 1 e , subjective sacrifice by individuals, but as- 
sumes that every laborer is completely immobile or specialized to 
the particular product on which he actually works. The “supply 
curve” of any product, then (to use modem jargon), is entirely a 
matter of variation m the amount of work done, whether arising out 
of variation m the distribution of time or in any or all of the fac- 
tors making up “intensity ” This, as already noted, makes the pain- 
cost doctrine somewhat more meaningful, although, if the conduct is 
rationalized at all, “pain” and “pleasure” in any literal sense have 
nothing to do with it, as choice is again simply a matter of appor- 
tioning between alternatives in the use of capacity, in this case the 
alternatives of working at the particular occupation and the com- 
posite of “not- working”, the individual choosing might be either 
maximizing pleasure or minimizing pain, according to the accidental 
zero point of this personal scale at a given moment— if the notion 
has any meaning at all 

Such a cost theory is so far from the facts of life that it is natu- 
rally difficult to attribute it conclusively to any writer. It seems, how- 
ever, to be the theory generally in the mind, or implied m the words, 
of Jevons, particularly; and John Stuart Mill is open to the same 
accusation. Both of them emphasize labor cost, and neither expressly 
or clearly recognizes, as do Smith, Ricardo, and Senior, the shifting 
of resources as the essential process underlying price fixation. This 
applies to Mill’s direct discussion of cost; in the treatment of inter- 
national trade, he is explicit that the essential peculiarity in the situ- 
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ation is the immobility of capital and labor. (All the classical econo- 
mists, including Marshall, assume, or argue as if, “land” has no mo- 
bility affecting the supply and price of products.) 

It is clear that an inclusive theory of cost in relation to price must 
take some account of both these viewpoints. For it is a fact and is 
significant that each individual resource-owner is on the one hand 
limited— and, in the case of labor, quite narrowly— in the proportion- 
al allocation of his resources among the various uses theoretically 
open, while at the same time each owner must make, and has some 
choice in making, an apportionment of his productive capacity be- 
tween pecuniary and non-pecuniary uses But in a general summing 
up, the theory of cost and price will have to run primarily in the al- 
ternative cost terms of Wicksteed’s “Common Sense.” Most of what 
can be done to make it more realistic and true to fact will take the 
form of recognizing limitations and specifying in a general way the 
kinds of divergence from reality which are to be expected and their 
causes, relatively little seems possible in the way of formulating 
supplementary theories with any degree of generality. It is, of course, 
true that, in so far as an individual is free and chooses rationally, he 
will equalize the utilities derived from the final increment of anv 
resource in all fields, pecuniary and non-pecuniary and both in in- 
definite multiplicity. But this freedom of apportionment is so lim- 
ited as to make the theory highly unreal, and, as already emphasized, 
the fact and the desirability of rational quantitative comparison in 
choice are also limited It seems impossible to formulate meaning- 
fully the conditions under which equality of money earnings will 
be a condition of indifference between the money-earning alter- 
natives, and the bearing of all the relevant complexities upon the 
determination of the relative prices of commodities simply does not 
admit of anv workable general formulation. The only general-cost 
theory which can be maintained will, after all, be that of alternative 
cost, best formulated as displaced product cost, but this must be 
stated subject to the qualification that it is true only “in so far” as 
at equilibrium the indicated conditions obtain 

The “other” theory already referred to, of supply curves based 
on variability in the amount of productive service rendered bv given 
productive agencies, specialized to particular uses, cannot be given 
much weight. In the first place, the dominant fact affecting the sup- 
ply of a commodity is, in general, unquestionably the competition 
of other pecuniary employment for the services and not variability 
in the amount of specialized services offered. In the second place, 
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the direction of the variability which may exist is a serious question. 
One of the difficulties of the labor-cost theory, which gradually 
forced its way to recognition (by J. S. Mill, and especially by 
Cairnes) was the obtrusive fact that, m general, the higher remuner- 
ations are paid for smaller and not greater sacrifices. The reasons 
for this are complicated and need not be taken up here, they in- 
clude many things m addition to the variation in the supply of serv- 
ices from given agencies as prices vary, other things being equal. 
The nature of this variation itself is an unanswered question, and 
one which probably admits of no general answer . 11 

It is, of course, necessary to avoid confusion as to the meaning of 
changes m the supply of productive services, i.e., as to what changes 
affect price-determining costs, and how they work. (Money costs 
will always equal prices if full and accurate accounts are kept, but 
such payments may be either price-determining or price-deter- 
mmed.) In the first place, it should go without saying that the gen- 
eral conditions of a stationary economy are assumed, meaning es- 
pecially a given supply of productive instruments or agencies of ev- 
ery type. In view of the foregoing argument, fixity in the produc- 
tive capacity of existing agencies must also be specified as coming 
within this category. A change in either respect is a “historical” or 
“progressive” change (of the sort generally miscalled “dynamic”). 
The supply changes in question are, then, changes in the supply of 
salable product-making services from specialized factors, at the ex- 
pense or to the benefit of use of their capacity for other purposes. 
Of course specialization is a matter of degree and, it would be more 
accurate to say, “changes in the supply of services in so far as they 
are specialized.” In so far as any service is perfectly mobile among 
all pecuniary uses, changes m its supply will affect the (relative) 
prices of products only through the different elasticities of demand 
of different products. But “perfect” mobility would have to include 
perfect flexibility m combining proportions, which would contra- 
dict the most fundamental principles of production. 

Only with such qualifications and reservations can the central 

11. Obviously, “leisure” and “products” are complementary goods. If it can 
be assumed that they are complementary m the special sense that the utility 
function for the two together is of the nature of a product [U = L a P b ], then 
simple mathematical manipulation will show that the proportional division of 
productive capacity between commodity production and leisure, or the amount 
of leisure exchanged for income, is mdependent of price, depending only on the 
ratio between the exponents in the formula. For other mathematical forms of 
complementarity, the problem has not, as far as I know, been studied. 
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doctrine of The Common Sense of Political Economy be maintained, 
plausible as it is and widely as it has been and is held. But the his- 
torically opposed doctrines of pain-cost and real-cost are not there- 
by vindicated and are indefinitely farther still from the truth . 12 

12. A fuller exposition of the theory of cost as now understood by the writer 
has been published as two articles in the Zettschnft fur N attonalokonomte 
(Vienna, 1935; 
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Social Science' 


When we speak of social science we are reminded that originally 
and etymologically the word “science” is more or less a synonym 
for knowledge. Our inquiry has to do with what we know, and can 
know, and how we can acquire knowledge about society. The ques- 
tion inevitably runs into that of the meaning of knowledge itself 
and, as a part of its meaning, its function, or why we want it, and 
hence raises at the outset the ultimate problems of philosophy. In 
this field, as elsewhere, knowledge is wanted both for its own sake 
and for use It is a serious reflection that the unsatisfactory state of 
affairs m social science has largely resulted from the very progress 
of science, the revolutionary development of techniques for ac- 
quiring and applying knowledge, which is an outstanding feature 
and achievement of civilization m our own and recent time 

The primary function of a discussion such as this— at least such 
is the main point contended for in this paper— is to correct a fallacy 
which is particularly current in social science circles. The fallacy 
is that social science is a science m the same sense as the natural sci- 
ences, in which the revolution has occurred, that its problems are to 
be solved by carrying over into the study of society the methods 
and techniques which have produced the celebrated triumphal 
march of science m the study of nature, and that this procedure 
will lead to a parallel triumph in our field, both in the yielding of 
knowledge and insight and in the transformation of life. 

In this connection in particular— more or less characteristically 
for social problems in so far as they can be solved— it would seem 
that a clear statement of the issue ought to be sufficient to resolve 
it definitively. It ought to be obvious that the relation of knowl- 
edge to action cannot be the same or closely similar, nor can knowl- 
edge itself, apart from the question of action, be at all the same 
where the knower and the known are identical as where they are 
external to each other. In a genetic-historical view the fundamental 

1. A paper presented at a joint session of the American Philosophical Associa- 
tion and Section K of the American Association for the Advancement of Sci- 
ence, Philadelphia, December 28, 1940 Reprinted by permission from Ethics , 
Vol. LI, No. 2 (January, 1941). 
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revolution m outlook winch represents the teal beginning of modem 
natural science was the discovery that the inert objects of nature are 
not like men, i.e., subject to persuasion, exhortation, coercion, de- 
ception, etc, but are “inexorable.” The position which we have to 
combat seems to rest upon an inference, charactensticaliy drawn by 
the “best minds” of our race, that since natural objects are not like 
men, men must be like natural objects. The history of British- Ameri- 
can social thought m modern times is particularly interesting m this 
connection. In general, it has represented a combination of positiv - 
ism and pragmatism— two philosophical positions with respect to the 
nature of man and his place in the cosmos and specifically with re- 
spect to social action, which are at once contradictoiy between 
themselves and equally indefensible as a basis of social action. For 
man, conceived in positivistic terms, could not act at all, and con- 
ceived m pragmatic terms, he could not act upon himself. 

So much for the negative view of the problem, which brings us 
to the point at which the discussion ought to begin. From an af- 
firmative or constructive standpoint the case is far less simple. For, 
on the one hand, there certainly can be and are, within some limits, 
“positive” sciences of man and society— not one but man} —and these 
are in widely varying degrees of a like kind with the sciences of 
nature. And, unquestionably, these “natural” sciences of man not 
only yield genuine knowledge but are of genuine and profound 
relevance to action. In view of what has been said the possibility of 
such sciences as well as their necessary limitations becomes a mys- 
tery to be explained. 

As these statements imply, any truly rational attack upon the 
problems of knowledge and of action, m connection with human 
and social data, must at least provisionally rest upon a pluralistic 
conception of the object matter It is an indisputable fact that man 
is a physical object and that man, as an object, and the phenomena 
into which he enters are in part to be explained by physical science. 
And man is also a biological organism and as such is in part to be 
explained, with the phenomena m which he plays a role, by biologi- 
cal science . 2 

Next, it is as indisputably a matter of fact, in the inclusive sense, 
that man and human phenomena present characteristics which any 

2. Of course this raises the issue whether biological phenomena might ulti- 
mately be explained as physical phenomena merely The question cannot be 
argued here, beyond noting that biological science does use teleological catego- 
ries, like struggle and adaptation, and that it is sheer dogmatism to assert that 
they could be reduced to purely physical or positive content 
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discussion must and does recognize as sharply different from those 
of non-human biology. Man is a being who thinks, and acts on the 
basis of thinking, in a way which sharply differentiates him from 
any other oigamc species and which, we have to assume, is not 
characteristic of inanimate nature at all. Other distinctions will be 
developed m the detail allowable as we proceed. It should be clear 
that man is at the same time many different kinds of being or entity 
which are not reducible to any one kind The urge to treat man 
scientifically m the sense of the natural, and specifically the physi- 
cal, sciences can itself be readily explained. Man as an intellectual 
inquirer is characterized by a craving for intellectual simplification 
and unification, for monism as against pluralism. And since “he” 
cannot deny that “man” is a physical being, this craving leads 
him to deny that he is anything else And, of course, the triumph 
of physical science and technology, m yielding intellectually satis- 
factory knowledge along with power to transform his environment 
and his own life, contributes largely to the strengthening of the 
prejudice. But why these considerations should actually lead man 
as inquirer to deny to man the characteristics of an inquirer (even 
the faculty of denying) must be allowed to remain m the status of 
mystery so far as the present essay or the present writer is con- 
cerned. 

We enter upon the domain of social science with the naming of 
the next familiar distinguishing characteristic of man— that he is a 
“social animal.” The statement does not of course have for us its 
original significance of a member of a 'polls. But it has a profusion 
of other meanings, at least three of which must be distinguished. In 
the first place, the sociality of man is in fact utterly different from 
that of any other species, and it is for the most part the differences 
which enter into the subject matter of social science. It is not as an 
animal that man is social, and the designation of a social ammal is 
misleading and essentially untrue In the subhuman ammal kingdom 
there is no clear line between aggregates which consist of associated 
individuals and others which are to be viewed as individual organ- 
isms composed of units or cells. Human society is again pluralistic 
m that it presents both characteristics to a striking degree, but it 
presents both in a highly distinctive sense 

The important fact about human society, whether from the 
standpoint of knowledge and understanding for their own sake or 
for use in action, is that it is made up of units of the general charac- 
ter insisted upon in the next to the last paragraph, i e., of rationally 
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purposive individuals. Man is an individual in a special and unique 
sense— a sense which goes infinitely beyond the meaning of the 
term in any other connection. Yet this particular kind of individual 
is also social, in a sense just as distinctive and unique. The kind of 
society which human society is, presupposes such umquely individ- 
ualistic individuals, and at the same time the existence of such in- 
dividuals presupposes the existence of such a society. This relation- 
ship is embarrassing to the analytical student in making it difficult 
to discuss either man as an individual or human society prior to 
discussion of the other. 

Man and society necessarily developed from animal life in a his- 
torical process of creative interaction of individuals upon each other 
and of interaction between individual and group, extending over a 
long geological epoch. The history of this development, which 
would no doubt help a great deal toward understanding and ex- 
position, is almost completely and irrevocably lost. The biological 
strain which led to man must have branched off from the evolution- 
ary tree at a point where life was not social m either of the main 
possible senses of the word. The most developed form of animal 
society is a termite colony. Its structural organization, its function- 
ing, and all the phenomena which belong m it are (presumably) 
based upon instinct. But human society involves a widely different 
animal type, belonging to a branch the other orders and families of 
which are not truly social. It is not based on instinct, and it is more 
than doubtful whether this type of social life could have evolved 
out of instinctive social life. It would seem as if there had to be, as 
an intermediate link, society m a third meaning, based upon tradi- 
tion or “institutions” Institutional life is a quasi-mechanical con- 
cept, involving habit m the individual and the transmission of the 
pattern of associative life by unconscious imitation, i.e , by social or 
cultural, in contrast with biological, inheritance. Traditional or in- 
stitutional associative life was important in human evolution because 
it allowed for adaptive modification independent of biological and 
biologically inherited change, whether by natural selection of ran- 
dom variations or by mutation 3 

Because human society is an association of consciously purposive 

3. Cf. preceding note as to instinct and mechanism. It may be doubted whether 
purely institutional social order is conceivable, apart from a degree of individ- 
ualism on the part of the units, and it is still more doubtful whether such a pic- 
ture of human development is in harmony with the facts, such as are available 
as a basis for inference, in existing primitive societies and in the evident incipient 
rationality of the higher animals, and even more m their emotional makeup. 
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individuals rather than an organism to be viewed as a unit and ana- 
lyzed into individual components (or, while it is both, the former 
viewpoint is more fundamental), the individual is logically prior to 
society. A more decisive reason is that the study of society is, and 
cannot be kept from being, relative to social problems— problems of 
social action, and m a society which has the essential character of 
human society such problems arise out of the individual nature 
of the individual human being rather than out of his social nature 
In a society based upon instinct or even m one based exclusively 
upon tradition and institutions there are no problems, either individ- 
ual or social, for, or to, either the society itself or the individuals 
which compose it Human social problems arise out of conflicts of 
interest between individual members. From this point of view a ter- 
mite colony is m principle of the same kind as an animal organism, 
the individual members being m the position of cells. And the same 
would be true of a society which was purely a phenomenon of so- 
cially inherited patterns of associative life. 

The argument so far shows that man must be described m terms 
of at least five fundamental kinds of entity or being. He is (*) a 
physical mechanism, ( b ) a biological organism, with characteristics 
extending from those of the lowest plant to the highest animal m the 
biological scale; (c) a social animal in the traditional-institutional 
sense; ( d ) a consciously, deliberatively purposive individual, and, 
concomitantly, (e) a social being m the unique sense of an associa- 
tion of such individuals. (He may also be to some extent a social 
animal in the proper instinctive sense, but, if so, it is to such a 
limited degree that for present purposes it may be left out of 
account.) 

It is evident that at least the first three of these types of existence 
can each be the subject matter of a distinct positive science or group 
of such sciences. And these sciences have already been more or less 
extensively developed. We do have more or less distinctively human 
physics and chemistry, human biology, and institutional science— so- 
ciology or culture anthropology. And of the last, m particular, 
there are many branches, including institutional economics. Each 
of these sciences deals descriptively with an aspect of human phe- 
nomena which is isolated and treated in the positive terms of “uni- 
formities of coexistence and sequence,” which is the general pattern 
of a natural science. At least one further distinction must be made— 
a fourth type of scientifically describable form of existence recog- 
nized. Consciousness is not necessarily or always active, deliberative, 
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or problem-solving. And to the extent that it is not of this character 
but is phenomenal (or epiphenomenal), it is possible, in theory, and 
more or less so actually, to describe consciousness in positive cate- 
gories. Such description is the task and subject matter of another 
highly developed science-that of psychology— m the meaning in- 
dicated by the statement, which is its original and proper meaning, 
m distinction from various special physical and biological sciences 
such as neurology, physiology, and “behaviorology.” 

It is also evident that all these sciences must in a sense take ac- 
count of the social nature of man Yet they are not social sciences, 
with the exception of culture anthropology. This is in a sense the 
science of society, if the word is restricted, so far as the subject 
matter allows, to the category of a natural or positive science. But 
it should hardly be necessary to emphasize that the content of cul- 
ture anthropology as a positive science— namely, institutions— is not 
learned like natural science data through sense observation merely 
but primarily through intercommunication. And the science can 
have no direct significance for social action in the society of the 
scientist himself, for if it results in such action, its conclusions are 
no longer true. It does, however, need to be emphasized that cul- 
ture anthropology may have for its subject matter a very large 
range of the phenomena characteristic of societies which do face 
and solve problems, which “act,” on the basis of deliberation by 
the society as a unit The phenomena of our own society are very 
largely of the traditional institutional character, and this must be 
true of any society which is even intellectually conceivable, just as 
any real or possible society must involve human beings in all their 
“lower” aspects. The study of these phenomena may bring them 
above the threshold of social awareness and make them problems of 
social action. 

The study of actual or possible society must involve a large con- 
geries of special positive sciences, more or less effectively interre- 
lated, co-ordinated, and unified, according to the actual possibilities 
of such an achievement, which are to be discovered only by trying. 
But such study must also involve other sciences not of the positive 
sort, or only partly so, but still sciences, bodies of knowledge It 
must involve social science in a distinctive sense, the nature of which 
must be considered in the light of the nature of the human individ- 
ual as the real unit. 

The main distinctive characteristic of the human being has al- 
ready been mentioned; he is individualistically and rationally pur- 
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posive. But this concept calls toi further analysis. One aspect of 
rationality appears m the use of means to achieve ends. And it goes 
without saying that any means used by an individual are used to 
realize ends which are individual (though they may also be social) 
and are at the same time individual means The human individual, 
then, inherently involves two aspects-— individual ends and individ- 
ual possession or control over means or power. These two aspects, 
factors, or elements constitute the economic man— a concept meth- 
odologically analogous to the fnctionless machine of theoretical 
mechanics and essential to analysis in the same way. 

The notion of power in turn includes two factors (a) possession 
or control of means m the narrow sense of actual things or instru- 
ments used in purposive activity and (b) knowledge of the use of 
means (with skill in an ambiguous position) The confusion be- 
tween means in the concrete sense and procedures for using means, 
the content of knowledge m its economic aspects, under the inclu- 
sive term “means,” is one of the serious confusions m our everyday 
terminology. A much more important confusion prevails with ref- 
erence to the meaning of the end m economic behavior (the be- 
havior of the economic man) The concept of economy clearly im- 
plies a given end and one which is measurable, or quantitatively 
comparable with other ends, in terms of the means to be employed 
Economic behavior implies or is, in the degree in which it is eco- 
nomic, the use of means in such a way as to realize the maximum 
quantity of some general end or objective, embodied in specific 
wants and conditioned bv the limited means available to an individ- 
ual subject. The general end, now usually called “want satisfac- 
tion,” is to be realized bv correct apportionment of the given means 
among various modes of use, bound up m a “preference function” 
with intermediate specific ends or wants. Further analysis or dis- 
cussion cannot be undertaken here The essential point at the mo- 
ment is that in economic behavior as a concept ends are given, de- 
fined by actual preferences on the part of the subject as an eco- 
nomic man as he stands at the moment of making any choice involv- 
ing the disposal of means A preference is a datum, whether it repre- 
sents merely individual taste, or good taste, or the solution of a 
value problem reached in preceding “calm, cool hours” of deliber- 
ation. 

Thus the notion of economic behavior defines a particular form 
of rational-deliberative or problem-solving activity or conduct, in- 
volving what may be referred to as economic rationality. Such be- 
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havior is the subject matter of several descriptive social sciences and 
of theoretical economics Economic activity is to be sharply dis- 
tinguished from other, and higher, forms of rationality or problem- 
solving, to be noticed presently But economic rationality requires 
further discussion because it exemplifies problem-solving at the level 
of greatest simplicity, and the general features of problem-solving 
activity are crucial for our discussion as a whole. It is of the essence 
of such activity, and hence of distinctively human behavior (con- 
duct), that, by virtue of being problematic, the course of events in- 
volved is not accurately predictable in advance in terms of any pos- 
sible knowledge. That is, it is conceptually distinct from a mechan- 
ical cause-and-effect sequence and so cannot be made the subject 
matter of any positive science. A problem is not a problem unless 
the solution involves effort and is subject to error, features or no- 
tions which are absolutely excluded From mechanical process or 
positive cause and effect. 

But human behavior, m an essential part, element, or aspect, is 
problem-solving, and first in the limited sense of economic prob- 
lem-solving, The human being does confront the problem of using 
given means to realize given ends and does solve this problem 
more or less correctly. To think of its always being solved correctly 
would be to deny that it is a problem and to deny an undeniable 
fact. Thus perfect economic rationality, while applied as a “limiting 
case” in the notion of varying degrees of it, is as a real concept self- 
contradictory. (It is exactly like the concept of universal causality 
in this respect.) 

Another significant aspect of the notion of economy, which 
should not be overlooked in any discussion of methodology, is that 
as a quality of motivation it is a purely intuitive idea. Even the prop- 
ositions of mathematics can be derived and verified inductively, to 
a degree of generality and accuracy to which there is hardly any 
limit except that of cost in time and effort; but no mere sense obser- 
vation can give any indication as to whether any conduct is eco- 
nomic or in what degree. Even the subject himself cannot know 
at all accurately, even afterward. 

®ut^ e conomic rationality as a description of deliberative conduct 
is limited in two further respects, fully as important in principle 
as the fact that actual results of action diverge in all degrees from 
the intention of maximizing a given end. First, the end is rarely or 
never actually given in any strict sense of the word; rather, it is in 
some degree redefined in the course of the activity directed toward 
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realizing it, and the intei est m action centers in this definition and 
discovery* of ends, as well as m their achievement That is, the end 
is always itself more or less problematic, as well as the procedure 
(use of means) for realizing it One of the most absurd items m the 
common folklore about human beings is the idea that they know 
what they want or that “there is no disputing about tastes.” It may 
be seriously doubted whether there is any thinking at all about con- 
duct which does not center on determining the end to be aimed at, 
or what end is “right” m various senses, as well as the type of activi- 
ty which will realize some end. An actual problem may be to any 
extent that of the end or that of procedure-except the limiting case 
at either extreme Deliberation about ends in turn takes many 
forms, but detailed exploration of these must be omitted here. The 
form most important in connection with social science in relation to 
action— which is necessarily one vital aspect of any science, though 
never the whole problem— is the selection of good or right ends 
This is the problem of value— moral, aesthetic, or intellectual— to 
which we must return presently. 

The second limitation to which the notion of given ends is sub- 
ject— ultimately rather an aspect of the same fact that they are not 
given but problematic— is that to the extent to which an end is given, 
it is not really the end in the sense of finality. Given, concrete ends 
are means, or intermediate steps, in the achievement of purposes , 
which even more clearly are not and cannot be data in any definite 
sense This would come out most sharply in a discussion of “non- 
serious” conduct. In play, it is obvious that the objective— what a 
player is trying to do— is a means, first to victory, and, beyond that, 
to a good game Again, casual conversation is one of the most char- 
acteristic human activities, and it can hardly be said to have any end 
This is one of the most seriously neglected aspects of conduct in 
general. Play, diversion, recreation— the “moral holiday”— is just as 
essential to human life as even nutritional activity. 

A clear and adequate recognition of the nature of individual eco- 
nomic activity is essential as a prerequisite to social science, first, be- 
cause all conduct whatever has this character in some degree, along 
with other aspects The aesthetic, intellectual, moral, and even the 
religious life involve the use and the economy of means, as well as 
what are usually thought of as sustenance activities. In fact, pro- 
vision for these values makes up the greater part of the sustenance 
problem itself, as measured by cost, at any level of life which can be 
called civilized or properly human In the second place, the ends of 
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individual motivation, and even more the purposes to which they 
are essentially relative and instrumental, are also social, and in two 
senses. They are partly created by the unconscious cultural process- 
es of society and partly decided upon or chosen through intellec- 
tual activity, which is always fundamentally social m character. Fi- 
nally, individual desires and purposes are largely realized through 
economic activity which is socially organized, and conflicts between 
individual ends and purposes, centering m the use of means or pow- 
er, form the main source of the important social problems in our 
culture It is primarily in connection with such problems of con- 
flict between individuals wielding power that it is at once necessary 
to have and difficult to secure the agreement which is required to 
maintain the degree of peace and order requisite to rationally pur- 
posive life, individual and social. 

These statements, especially m their excessive brevity, tend to 
overemphasize the importance of economics in the picture of social 
science and its conceptual and methodological problems They must 
not be taken m this sense any more than economic interests and 
problems are to be dismissed as trivial or sordid. Man is not onlv a 
rational animal; his emotional nature is as real and important as his 
thinking (in a sense even more fundamental), and rationality also 
includes much more than economic rationality. It is difficult to 
strike a correct balance here On the one hand, economic problems 
are relative to problems of ends and m that sense are subordinate 
But, on the other hand, the correct use of means is not onlv a uni- 
versal aspect of all problems of action but is an indispensable condi- 
tion of their solution and of all achievement of purpose or creation 
of value. The fundamental category of economic activity is power. 
It is equally (because in both cases completely) essential to any 
good activity to have power and to direct its use “rightly”— and m 
particular not to treat the acquisition of power as an end or purpose 
on its own account. 

The two main currents of social-ethical thinking in modern 
Western civilization— namely, Christianity and liberalism— respec- 
tively embody the two evils suggested by this last statement. The 
one is a naive, romantic-mystical voluntarism, the other a naive, in- 
strumentalistic intellectualism The central tenet of the Christian 
ethic is the repudiation of power, the denial of real value to goods 
dependent on the use of means Virtue, defined as “love” of God 
and man, is left without content other than a feeling attitude and a 
vague neighborly helpfulness to persons in distress through some 
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calamity. In particular the teachings of the Gospels enjoin indiffer- 
ence to political power and obedience to any established authority, 
which clearly seems to exclude the good Christian from any partic- 
ipation m political activity as well as from wealth-getting or 
wealth-using. 

On the other hand, modern utilitarian liberalism, inclu din g prag- 
matism as its most recent phase, has tended to see the whole prob- 
lem of life in terms of the acquisition of power and efficiency in its 
use. It virtually ignores the problem of values to which concrete 
ends are usually, if not always in some degree, instrumental. And the 
social ethic of liberalism has emphasized individual liberty and, spe- 
cifically, the economic freedom of the individual. Its conception of 
social policy is, or was, the maintenance of such freedom This logi- 
cally and necessarily means that the individual is to be left free to 
use power in his possession in practically any way he pleases— in- 
cluding its use to acquire more power, indefinitely— subject to the 
important restriction that he does not act in such a way as to in- 
fringe the equal freedom of others. 

It will be seen that while the ideals of Christianity and liberalism 
for the individual life are antithetic, their conceptions of social ethics 
are not so far apart. Christianity repudiates any concern with poli- 
tics, while (the older) liberalism was chiefly concerned to restrict 
the functions of law and the state to the negative field of prevent- 
ing interference by individuals with one another’s freedom of action 
(though sweeping exceptions were made by Adam Smith and other 
advocates of laissez faire). Christian non-resistance is closely akin 
to liberalist non-interventionalism. In both systems the main sub- 
stance of social life is left to unconscious processes— to an “invisible 
hand”— whether this is interpreted in theological terms or those of 
historical-cultural mechanics. And neither system has any place for 
social science with any relevance for social action 

Social science must, on the one hand, strive to tell the whole 
truth, to recognize all the facts, in the large sense of the word, 
about society and about man as a member of human society. It must 
not stultify itself by oversimplification, by stressing a particular set 
of facts or a particular aspect of the facts, in response to an intel- 
lectualistic prejudice on the part of the scientist. This is just what it 
has largely tended to do in the past. And the absurdity is especially 
egregious because it involves ignoring in, or denying to, man in gen- 
eral the very characteristics of individual and social interests and 
activity which are distinctive of the scientist himself as a human 
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being. For science itself is problem-solving, both in the economic 
sense and in the higher sense of exploration and creation m the 
realm of values. Scientific activity is the pursuit of truth. And truth 
is essentially a value, not merely a want, and still less is it merely 
an effect in a causal sequence. 

The contrast between (a) fact (interpreted m positive terms of 
cause and effect), ( b ) end (as given, the object of desire or wish), 
and ( c ) value (or purpose) is of the essence of the meaning of all 
three. And all three are inseparably involved m any true description 
of man and/or of society Man as an individual acts to achieve ends, 
and these, in turn, are instrumental to purposes and to rational pur- 
poses or values. And no description of him and his behavior makes 
sense if it ignores this fact Among the kinds of value pursued is 
truth, which is a value as well as being instrumental to the achieve- 
ment of ends m the narrower sense In a sense, truth includes all 
other values, however classified It is typical of all value m that men 
want it without knowing concretely what it is, but as the solution of 
a problem, and especially in being desired because it is a value. The 
thing that men most characteristically want is to be right. Truth is 
at once a social and an ethical category All truth, even as fact, or as 
instrumental, or as a value, is arrived at by co-operation among 
individuals acting freely and in a spirit of ethical, even religious, in- 
tegrity. Such co-operation m its ideal form is equalitarian or demo- 
cratic in the ideal sense of that concept; it excludes any exercise of 
power or wish to exercise power over other participants in the 
quest, on the part of any individual. The pursuit of truth or of value 
in any form is the ideal type of ethical association, which is to say 
of all true society, it represents the type of life-activity properly 
described as social in social science itself. 

Furthermore, any genuine science must, even as science, be rele- 
vant to action. But natural science itself, in its relevance to action, 
must certainly recognize that the action to which it is relevant is 
not merely action upon natural objects, which are inert and passive, 
but is also action by a subject who does act and who consequently 
has a fundamental nature categorically opposed to that of the ob- 
ject matter of action. Social science must also be relevant to action 
and to the kind of action to which it is relevant But this is not ac- 
tion upon an inert, passive object matter To some extent men do 
indeed act upon other men Indeed, they also must do so in the ac- 
tual world, or in any possible world, as in enforcing law and in edu- 
cation. But, on the one hand, it is clearlv of the essence of that ideal 
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human social life which men as men strive to realize that no individ- 
ual ought to use any other as a means. Action of man upon man is 
necessary or defensible only to the extent that the man acted upon 
is not a moral person in the ideal or complete sense. And it must be 
one of the basic ideals of social policy to reduce to a minimum both 
the fact and the need of such action, to treat all men as free and 
equal persons, so far as obviously greater evils are not involved 
When any individual does act upon another, the relationship is not 
truly social. And, incidentally, the technique and concepts involved 
m such action are sharply different from what is involved in the 
action of men upon inert objects. Action upon men takes such forms 
as coercion and deception, which have no meaning m the relations 
of man to physical nature— m addition to being universally recog- 
nized as intrinsically immoral . 4 

Social action, in the essential and proper sense, is group self-deter- 
mination The content or process is rational discussion, of which 
science itself— the pursuit and establishment of truth— is the primary 
type, for truth is a value, established by criticism, and a social cate- 
gory. Discussion is social problem-solving, and all problem-solving 
includes (social) discussion As directive of social action, discussion 
has for its objective the solution of (i.e., the truth about) ethical 
problems, the establishment of agreement upon ethical ideals or 
values, for the reconciliation of conflicting interests. Ethical ideals 
have for their content right or ideal relations between given individ- 
uals and also, and more fundamentally, ideal individuals, to be cre- 
ated by ideal social institutions, which form the immediate objective 
of social action. 

In their social, superindividual, normative character, values are 
objective. No discussion can be carried on in propositions beginning 
with the words “I want.” Everyone— when not momentarily defend- 
ing a theory to the contrary— recognizes a difference between in- 
dividual preference and what ought to be, between personal taste and 
good taste, between personal opinion or wish and truth. Thus values 
belong to a value-cosmos which has the same kind of validity, or 
reality, for our thinking as the external physical world . 5 

4. Competitive social play calls for discussion in this connection and also the 
vital problem of leadership 

5. The only significant difference is in the possibility of measurement, in vari- 
ous senses, in physical phenomena, whereas values, like preferences, are quantita- 
tively compared by estimation only. The prior claim to validity made for data 
of sense-observation is untenable, for the reason that objectivity in this field is 
established only by verification by other observers, which depends on inter- 
communication and also on the competence and integrity of the observers. 
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Social action consists, concretely and tor the most part, m making, 
which is to say changing, the law, including public and constitution- 
al law, which is the main repository of social institutions as subject 
to socially voluntary and deliberate change. In practice, social poli- 
cy is discussed chiefly m connection with the selection of individ- 
uals who are to act as agents of society m carrying mto effect the 
policies decided upon, or who in varying degiees are mtiusted with 
the concrete formulation of the policies themselves The social prob- 
lem in the strict sense, however, is purely intellectual-moral. All 
physical activity involved m social-legal process is carried out by 
individuals who act as the agents of society, m so far as they are 
true to the trust confided to them. Social action, w r hich is social de- 
cision, uses as data both facts and cause-and-effect relations, per- 
taining both to nature and to man But the social problem is not one 
of fact— except as values are also facts— nor is it one of means and 
end. It is a problem of values And the content of social science must 
correspond with the problem of action m character and scope. 
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Social Causation 1 

R. M. MacIvlr’s book is more a philosophical discussion of the 
meaning of causation with reference to social phenomena than 
an essay on scientific method, or even “methodology,” m social sci- 
ence. What can be done m reviewing such a work, in a compass 
about one-twentieth that of the book itself, must be limited to in- 
dicating its general character and briefly discussing the author’s 
position on a few major issues. To be useful, one must necessarily be 
somewhat negative; and to be brief, one must be somewhat dog- 
matic. The difficulties are rather especially great in the present case 
because of the unusual extent to which the reviewer finds himself 
m general agreement with the author’s position and yet dissatisfied 
with its development and exposition, while recognizing the high in- 
tellectual and literary quality of the book. It is likely that the major 
differences of viewpoint between the reviewer and »the author are 
connected with the reviewer’s approaching the general problem 
more from the standpoint of a social science other than sociology— 
namely, economic theory, which in its methodology resembles nat- 
ural science of the theoretical and quantitative type represented by 
mechanics. The problem set by the title is, of course, to bring out 
what social causation has in common with causation m other fields 
of inquiry, and the important differences. Thus, the author’s task 
calls for a survey of the whole field of knowledge and for an effort 
to distinguish its main divisions, from the standpoint of the types of 
explanatory thinking involved. 

In the reviewer’s thinking, the philosophical issue in the inter- 
pretation of causality centers in the ambiguous and varying relation 
between knower and known, or, in philosophical jargon, between 
“subject” and “object.” That is, the difficulty in the analysis of 
knowledge lies in the varying kinds and degrees of opposition or 
assimilation between these two entities. At one extreme we have 
the direct self-knowledge of the individual subject. Here the pri- 

1. R. M Maclver, Social Causation (Boston Ginn & Co , 1942) Reprinted by 
permission from The American Journal of Sociology , Vol. XLIX, No 1 (July, 
1945). 


[ 135 ] 



On the History and Method of 'Economics 

mary fact is assimilation or identity, and, while separation and intei - 
relationship are evidently involved in the knowing relation, they 
present a peculiar difficulty for discuisive thought and linguistic ex- 
pression. At the other extreme we have the matter-of-fact knowl- 
edge, through sense perception, of the external physical world ot 
inert objects. Here the primary fact of common sense— especially m 
the modern, scientifically sophisticated variety— is opposition be- 
tween knower and known. Yet philosophical analysis is forced to 
recognize that man is also a part of nature, and the superficial oppo- 
sition also breaks down from the other side, for physical objects 
have an ultimate kinship with mind. 

Between and around these two poles of thinking he many com- 
plications and perplexities. Of these, the most important center in 
the intermediate and ambiguous position (for the individual lmower) 
of other knowers, who have to be recognized as both objects and 
subjects, m a relationship which is fully as puzzling for the individ- 
ual, though in a different way, as the relation between himself as 
knower and as known in his own self-consciousness. The crux of the 
difficulty here is that the individual must immediately recognize, as 
soon as he begins to think seriously about it, that all knowledge is 
itself “social”, it is based on intercommunication between individ- 
uals, each of whom is both subject and object, both to himself and 
to all others in the thinking community m which knowledge has 
its being. Apart from society, we can perhaps conceive of mental 
life, but only in the sense of unordered, chaotic “fantasy” or the 
equally unorganized perception of the “buzzing, booming confu- 
sion” which William James attributed to the newborn infant. Cer- 
tainly, neither would be “knowledge,” to say nothing of under- 
standing. 

It seems to the reviewer that the first, and perhaps the major, 
hiatus in Professor Maclver’s treatment is his complete failure to 
confront this fact of the social character of knowledge. From this 
point of view, human society is fundamentally intellectual activity. 
But modern thought cannot envisage man in any aspect without 
being driven back to a genetic and evolutionary view; and, from 
this standpoint, overt action is unquestionably prior to thinking, 
both in social life and in that of the individual. Our author fails 
completely (at least in this book) to give any explicit consideration 
to conduct, either individual or social, in its relation to thinking and 
knowledge. He does not mention the fact that in the animal king- 
dom, particularly in the “social” insects, we have empirical knowl- 
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edge of society without thinking, so far as we know and must as- 
sume, while human association also is conscious only m part. In 
short, he ignores the functional significance of knowledge and think- 
ing Moreover, he has written a philosophical treatise without any 
explicit reference to the great historical schools of thought in the 
field of his sub j ect— pragmatism, positivism, and ideahsm, to mention 
only the major divisions and contrasting positions. The result is, to 
this reader, confusing and difficult to interpret. 

To come to grips with causation as the principle of order in the 
object-matter of knowledge, we begin by confronting the relations 
between subjectivity and objectivity, m the form of activity and 
passivity. This opposition enters into all interpretation of persistence 
and change. The final impression of the book upon the reviewer is 
that of a kind of vain twisting and turning, almost a squirming, 
through four hundred pages, in an effort to “have it both ways,” 
m the conception of reality. There is equal insistence that causality 
is an active principle, and, on the other hand, upon concrete meth- 
ods of problem-solving which are “scientific” in the sense of natu- 
ral science as purely empirical, phenomenalistic, and positivistic. The 
mam criticism of the book is that the author sees both horns of this 
intellectual dilemma but fails to recogmze it and to see that it has 
no real solution. The issue arises m connection with every type of 
subject matter, from physical science through psychology and so- 
ciology to the study of “values” in logic or epistemology, aesthetics, 
and morals. The author wrestles with it over a large part of the 
field, but he never makes clear either the issue itself or his own 
position toward it. Rather, he seems to take first one side and then 
the other, in bewildering confusion. In the mind of the reviewer 
the only tenable position is to recognize that causality always has 
both aspects; it is at once an empirical and a dynamic concept. Yet 
the two principles are logically opposed, even antithetical, in mean- 
ing. The nearest we can come to a solution is through a kind of 
pragmatism. For “practical” purposes— and this includes the pur- 
poses of knowing as well as of acting— we must adopt the empirical, 
descriptive view; causality is a matter of discoverable and descnb- 
able order in phenomena. But it is also true that this empirical or 
positive knowledge is never satisfying and that, further, we never 
really stop with generalized phenomenal description, in the discus- 
sion of any subject matter we always use interpretive principles 
of a non-empirical, metaphysical, more or less dynamic, character. 
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This is conspicuously true m physical science, where the meta- 
physical principles m question take the form of “forces.” (In mod- 
ern physics these are replaced by “field theory,” running in terms 
of some conception of “hyperspace,” which is even further from 
empirical knowledge than is the concept of force.) “Force” has 
bothered students and thinkers from the beginning of modem sci- 
ence, and they have struggled to get rid of it (on the principle of 
“Occam’s Razor”) and to use only equations of motion. But this 
simply cannot be done. Prerelativity physicists, notably Poincare, 
made it clear that a purely empirical mechamcs is impossible. The 
conception of some kind of “real interaction” between physical 
bodies is indispensable to thought. The simplest mechanical phe- 
nomenon— that of impact— cannot otherwise be pictured or thought 
of as real. Maclver himself really argues for this position throughout 
chapter 11 and effectively criticizes such phenomenalists as Pearson, 
Russell, Cohen, Ogden, and Richards, and the sociologist Lundberg, 
as well as Hume, who “reduce” causation to umformity or regular- 
ity of sequence (p. 63 ). But he himself remains ambiguous as well as 
halfhearted. He really comes out with the positive position that cau- 
sality is simply “the ways of things” (an expression quoted from 
Montague), though the last section of the chapter insists upon the 
reality of the principle of causation as something more than empiri- 
cal sequence (or accompaniment). 

Maclver’s position is weak m his refusal frankly to recognize that 
the positivists are right m insisting that causality in this “real” sense 
is “anthropomorphic” or “animistic,” epithets which to the scientific 
mind are even more damning than “metaphysical.” Men cannot 
think about anything m wholly unanthropomorphic terms. This is 
hardly a mystery. Long before the advent of Ward and White- 
head, Huxley pointed out in connection with Hume’s example of 
the billiard balls that we cannot finally picture physical objects as 
real— as persistently and actively real— without reading into them 
some rudiment of mind, some kinship with ourselves. Pure existence 
cannot be thought of entirely without activity, and the only intel- 
ligible meaning of activity is that of will. If one is determined to 
have a “monistic” theory of reality (which to this reviewer is ab- 
surd as well as dogmatic), it must certainly be formulated in ideal- 
istic terms. The difficulty with this position is that if it is carried to 
its logical conclusion it results in solipsism, or perhaps in the sheer 
dogma of an “absolute” cosmic mind into which the reality neither 
of individual minds nor of “objects,” as known to experience, can be 
fitted intelligibly. 
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The ambiguity and untenability of Maclver’s position— or his lack 
of a position— come out m his repudiation of indeterminacy with 
reference to the Heisenberg principle (p. 32), and most clearly m a 
long chapter on “Cause as Responsible Agent,” where he comes near- 
est to confronting the fact of will (Part III, chap, vm) Here, while 
formally insisting on the nature of human beings as “dynamic par- 
ticipants” (p 236) in the causal order and on the reality of the act 
of choice (p. 240), the substance of the argument reduces to the 
conventional positivistic “explanation” of freedom of choice as an 
illusion. The contradiction, or equivocation, is apparent throughout 
Parts III and IV, which present, respectively, the author’s “Analytic 
Approach” and his “Interpretation.” He argues nobly, effectively, 
and correctly for the reality of motives and for the necessity of 
taking them into account for the understanding of human behavior 
and social phenomena. But the nearest he ever comes to interrelating 
the two factors, empirical uniformity and “real” cause, is m the 
presentation of a sharp antithesis between the physical and the so- 
cial realms “The chain of physical causation does not need mind 
except for its discovery. The chain of social causation needs mind 
for its existence” (p. 263). 

The antithesis is false m both parts Physical causation also ulti- 
mately needs mind, of a sort, to be “real”, and social causation does 
not need it and cannot use it for the purposes of “science,” properly 
interpreted. The author presently adds 

There is no point in seeking to apply to social systems the causal formu- 
la of classical mechanics, to the effect that if you know the state of a system 
at any instant you can calcuate mathematically, m terms of a system of 
co-ordmates, the state of that system at another time We simply cannot 
use such a formula. It fits into another frame of reference. 

But social “science,” m so far as it goes beyond mere taxonomy and 
attempts to explain events and at the same time sticks to scientific 
concepts and methods, does use precisely this formula and no other. 
If it also recognizes conscious states or attitudes as a factor in its 
subject matter, these are treated as “epiphenomena,” as simply “par- 
allel” to the empirical order, without adding anything to the latter, 
and as superfluous for scientific discussion Motives in human be- 
havior play the same role in discussion as forces m mechanics; they 
are essential for ultimate intelligible interpretation, and in this case 
we know them as directly and as certainly as we know physical 
objects; but they are supernumerary, for science itself is descriptive 
and analytical. As far as science is concerned, free will, which is the 
only real dynamism, is either an illusion or simply a methodological 
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limitation. Social science should recognize this limitation and admit 
that it has nothing to say about it beyond recognizing its existence 
as a limitation upon regularity and its place in our interpretive 
thinking. In so far as the activities of will are to be made intelligible, 
it is the task of philosophy and, perhaps, of literature and art. 

However, the limitation due to freedom is relatively unimpor- 
tant m a quantitative sense and with reference to any phase of social 
phenomena which anyone would think of discussing m scientific 
terms and m sober, non-figurative language. Free choice, based on 
genuine mental activity and not finally explicable in terms of ante- 
cedent conditions, is of very limited scope even in the individual 
life, even though infinitely important. Its significance as a hmitation 
of scientific treatment is greater the narrower the area within which 
one may be interested m “predicting,” i.e., describing, in terms of 
reliable and stable patterns of uniformity of coexistence and se- 
quence But, even in the narrowest range, factors which we must 
call “capnce” and “accident” are indubitably more important than 
will or free choice in setting limits to scientific generalization, 
though the two categories cannot be clearly distinguished. The 
great bulk of individual conduct, bodily and mental, must be con- 
formable to established patterns as a condition of the individual’s 
own effective functioning, specifically as a “free” individual; and 
this is more pronouncedly true of that part of his conduct which is 
properly called “social.” For the most part, social phenomena come 
under the “laws” of physics and chemistry, of biology and psychol- 
ogy, including logic, and of anthropology, as the general science of 
culture. 

If we examine social phenomena and our knowledge about them, 
with a view to discovering the differences between social and natu- 
ral science, as science, the major difference will undoubtedly be 
found in the enormously greater role played by “history” in con- 
trast with non-historical science. That is, the “independent vari- 
ables” and the forms of their interrelations are to a vastly greater 
degree “functions of time”— of chronological as well as clock time 
—in comparison with the constant or recurrent features. Maclver 
refers to history several times, particularly in Section II of chapter 
ix (from which we have quoted just above), which is entitled “The 
Special Case of the Social Sciences.” He mentions “the unreturning 
stream of history” (p. 256 ) and here and elsewhere stresses the 
“uniqueness of historical configurations.” But what he is interested 
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in is the limitations of experimental method, and he nowhere dis- 
cusses the relation between history and science, in the narrower 
meaning in which it contrasts with history, or the relation between 
social science (m this narrower meaning) and human history. 

There are, of course, historical sciences dealing with nature, in- 
animate as well as animate, such are historical astronomy or cosmol- 
ogy, geology (m contrast with physical geography), and evolutionary 
biology. But, when we speak of “science” without qualification or 
explanation, we naturally think of laboratory science or of statistical 
induction. The propositions of such sciences are hypothetical for 
the most part, they describe associative relations among phenomena 
or events, not phenomena or events as actual, at a particular point 
m space-time. They run in the form of “if this, then that”— or, cor- 
lectly speaking— if “this” is present in a certain magnitude or de- 
gree, “that” is to be expected to accompany or follow m some cor- 
responding magnitude or degree. Maclver’s weakness with respect 
to the quantitative aspect of science will call for notice presently, 
in another connection Our point at the moment is simply that the 
historical character of social data presents a difference from natural 
science only in degree, and no difference m the ultimate meaning 
of scientific method The propositions of history, natural or human, 
are also essentially “timeless,” in the metaphysical sense, in so far as 
history itself is scientific This quality of science, even when it de- 
scribes irreversible changes and non-recurrent sequences, is surely 
familiar to anyone who has made any serious study of the philos- 
ophy of science. It is often expressed by saying that, for science, 
time is essentially a spatial dimension. The philosophy of Bergson 
in particular centered around the contrast between such time— mere 
duration— and “real time.” The latter, as Bergson also emphasized, is 
intelligible only in terms of will— really active or creative change 

We have mentioned, as an important limitation of Maclver’s 
treatment, that he has so little to say about quantity and quan- 
titative relations. This comes out particularly in his discussion of the 
notion of equilibrium and most specifically in his references to eco- 
nomics, which he uses as the main illustration of “error” in the use 
of the equilibrium concept (see especially chap vi, Sec. I, “Equilib- 
rium and Precipitant”) The entire chapter, entitled “Cause as Pre- 
cipitant,” shows a predilection for the “romantic” view of causality, 
as centering in catastrophic events or discontinuities, and a repug- 
nance for the conception of it as orderly process, and particularly 
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for stable quantitative relations. The meaning of the very concept 
of an “event” is interpreted in this way, which, of course, is in har- 
mony with everyday usage, reflecting the interests of the man on 
the street. Numerous examples are cited, such as the spark which 
starts a forest fire, the assassination which precipitates a world 
war, etc. 

It is true that there are such phenomena and that they present a 
certain difficulty for the quantitative conception of causality fa- 
vored by scientific thinkers. That the difficulty is not insuperable 
for scientific method m general is proved by the simple fact that 
men are able to predict the consequences of such events, and even 
the events themselves and their magnitude, accurately enough to 
make such knowledge useful for action. The root of the apparent 
anomaly— the failure of quantitative correspondence between cause 
and effect— is well brought out by the case of a spark and the result- 
ing conflagration or explosion The phenomenon centers in the re- 
lease of stored “potential energy”; this is admittedly a non-empiri- 
cal, metaphysical conception and is somewhat repugnant to the sci- 
entific mind, but it has to be recognized and used in scientific 
thought. All the higher phenomena of life, everything beyond pho- 
tosynthesis (which is the opposite phenomenon), consist essentially 
of the release of potential energy. All animal life is a species of com- 
bustion, including all that goes on in our own bodies. And practical- 
ly all our control over natural phenomena, all our ability to use na- 
ture for human purposes, centers in the mysterious capacity of 
thought and will to direct the mode of release of potential energy in 
living and non-living nature, beginning with our own nerves and 
muscles. To a limited extent we are also able to direct its accumu- 
lation, especially in agriculture. But the growing plant is finally no 
exception to the downhill flow of energy Like a hydraulic dam, 
the fixation of a certain amount of carbon merely catches and tem- 
porarily imprisons a minute quantity of energy radiated from the 
sun. 

Physical science recognizes unstable as well as stable equilibrium, 
but it is no exaggeration to say that in fact the latter is infinitely 
more important. And it is also vastly more important in biological 
phenomena, and even in those of psychology, where apparent dis- 
continuity and the absence of discoverable quantitative equivalence 
are most striking. Modem electronic physics is, indeed, based on the 
notions of ultimately unstable equilibrium and ultimate discontinu- 
ity. Here quantitative theory runs in terms of statistical probability. 
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But for all “gross” phenomena, for all change subject to any kind 
of direct observation (with possible reservations for thought itself), 
an event, in the everyday meaning, is simply a case of exceptionally 
rapid change, and quantitative relations still hold between what hap- 
pens and its “conditions.” 

What Maclver says about economics tends to confirm the review- 
er’s impression that it is futile for an economic theorist to discuss 
the problems of this discipline with a sociologist. One or the other 
seems to lack those primary perceptions of fact and principle m this 
field which make relevant communication possible— and the ques- 
tion of which one it is can hardly be fruitfully discussed by the par- 
ties themselves. To begin with, the writer does not know of any ex- 
pression by economists which has the implications criticized in the 
section referred to— eg., that “change advance [s] by a series of 
jumps and halts as disturbances successively interrupt states of equi- 
librium” (p 164), or that “change itself [is] the incidental and tem- 
porary interruption of a persistent order” (p 169) We do not be- 
lieve there is any implication in the writings of any recognized econ- 
omist that the concept of equilibrium implies either stationariness 
or that change is “slow,” whatever that may mean. And the word 
“normal,” as used in the writings of reputable economists, has (so 
far as known) no other meaning than the reference to equilibrium 
under conditions defined with respect to the problem under discus- 
sion— and entirely different according to the problem. Consequently, 
such theory does not “minimize change in favor of the status quo ” 
(p 169) except as all scientific explanation of change runs in terms 
of the unchanging If one were to look for the “cause” of the so- 
ciologist’s attitude toward economics (which is virtually that of 
the man m the street), it is not far to seek, it roots m the abhorrence 
of the romanticist for anything that can be interpreted as defending 
anything that exists and the natural suspicion that this is what others 
are doing However, it is true and important, if unfortunate, that 
scientific explanation of what is demonstrates that it is inevitable 
under the given conditions, which is easily interpreted as a defense 
The meaning of equilibrium in economic theory is best shown by 
a mechanical analogy. The explanation of a price (or, in fact, anv 
other economic variable) is closely parallel to the explanation of 
the level of water in a tank or reservoir where water flows in by one 
pipe and out by another. Given the head of the inflow and the rele- 
vant characteristics of the outflow (and the density of the fluid), it 

[ 143 ] 



On the History and Method of Economics 

is fairly easy to calculate the head m the tank itself which will 
equalize the two But it goes without saying that this head will ac- 
tually prevail only “at equilibrium,” when the two rates of flow 
are in fact equal and the head is stationary in relation to the given 
conditions There is, to repeat, absolutely no implication that these 
conditions will be constant over time. The intellectual confusion m 
denying the relevance of these equilibrium concepts centers in ig- 
noring the practical significance of the role of time If a change is 
introduced in any of the conditions taken as given, the actual level 
of the water m the tank at any moment could be predicted from all 
the given conditions, but it would be a complicated function of time, 
in relation to the “conditions” themselves as functions of time. The 
equilibrium method is practically indispensable m the interpreta- 
tion of reality because the given conditions are changing, not be- 
cause they are stationary. It is necessary because changes in the 
value magnitude to be predicted lag behind changes in the given 
conditions which ultimately determine it. 

It is not usually possible to predict the actual magnitude of a de- 
pendent variable at any moment, as a function of time, because the 
necessary data are not available. The use of the method is chiefly to 
predict the direction of change and to give some idea of the magni- 
tude and speed of the change to be expected, this is possible to the 
extent that the changes of the independent variable themselves are 
predictable. These changes, in turn, can often and to a useful extent 
be predicted through the use of the same method, by bringing them 
into relation, as dependent variables, with others which are treated 
as independent, or causal, in relation to them. Thus, the method of 
economic theory on the whole proceeds by steps or stages from the 
variables of primary interest back to others which those who apply 
the theory— businessmen or statesmen— must know, as constants or 
as functions of time, deriving their information from factual data of 
the situation in which they act. Of course, it is a part of economic 
science as a whole to give instruction as to these data or the sources 
from which they may be obtained, but it is not a part of the task of 
general theory. 

A vitally important fact which is almost systematically ignored 
by the cntics of economic theory— including most specialists in 
other social sciences and many who are called economists, as well as 
the man in the street— is that the subject as expounded in modem 
times has been developed with definite reference to the practical 
needs of free society. This means that “society,” represented by the 
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statesman, is not interested m the concrete content of the economic 
conduct of individuals. The practical relevance of economic theory 
is chiefly to the problems of social action. But m free society the 
objective of social control is not usually to make individuals behave 
m one particular way rather than m another, it is simply to create 
the conditions under which individuals will be able to realize their 
individual objectives to the maximum degree, i e , to act harmo- 
niously, with a minimum of conflict and mutual frustration. 

Economic theory is the science which deals with general prin- 
ciples, first, of individual conduct, from the point of view of quan- 
titative means and ends. This is the meaning of “economic behav- 
ior,” which is one meaning of rational behavior. It takes individual 
ends as given and is concerned with the rational use of means m re- 
alizing ends, i.e, m realizing them to the maximum extent possible 
with the available means, including knowledge of the ways of using 
means (technology) as well as concrete resources, material and hu- 
man. There seems to be some innate repugnance in human nature 
against this whole point of view, against rationally facing the prob- 
lem of choice as a comparison of possible alternatives. Human nature 
seems to be fundamentally romantic in this regard, men m general 
hate any reference to “costs,” which means simply the deliberate 
comparison of alternatives. 

This attitude (prejudiced) is reflected in such statements as those 
made by Maclver to the effect that the works of an artist or a 
prophet are primary values because some people get direct satisfac- 
tion from them, while “a similar statement does not hold for the 
trader or the manufacturer or the banker or the engineer or the 
armament maker” because “the utilities they provide remain also 
means for those who provide them” (p 278) To this writer such a 
statement is a sheer absurdity, a distinction without a difference. 
Books and pictures, and manufactured products, mercantile services, 
and anything that is salable are patently alike in being sources of 
direct satisfaction to their “consumers,” who pay money for them 
and so give up other satisfactions because they prefer these. What 
Maclver presumably means is that “the direct satisfactions” in 
the one case are in some sense “higher,” on a scale of absolute 
values, than they are in the other. We need not enter into a dis- 
cussion of the question raised, beyond suggesting that the author 
might have said what he meant and observing that it does not fall 
in the field either of economics or of any other social science, un- 
less this field is made to include all philosophy as the theory of ulti- 
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mate values And the answer to the question would not in any way 
affect the validity or significance of economics as a special science 
Only m a provisional and preliminary sense, however, is econom- 
ics a science of individual behavior. In its mam content it is a social 
science It deals with interindividual relations, with co-operation or 
organization between individuals for increasing efficiency in the use 
of means to realize their ends Modem economics treats chiefly of a 
particular form or mode of co-operative organization— that which 
is worked out through the exchange of goods and services m mar- 
kets (more accurately, their purchase and sale against money as an 
intermediary m exchange) When economists approve or condemn 
the system, they are speaking as social or moral philosophers, or as 
ordinary human beings, and not as scientists Whether they “ought” 
to do this or not is another problem of values. (But we may note 
again that any scientific explanation presents a superficial appearance 
of justifying the results which it explains, since it treats them as 
necessary consequences of causes ) 

It is worth noting also that all “free” co-operation takes the gener- 
al form of exchange. Moreover, it is difficult to discuss social rela- 
tions in purely hypothetical or factual terms, entirely free of value 
judgments, especially if motives are taken into account In particu- 
lar, it is difficult to discuss social relations in the context of our own 
culture without assuming or implying that individual freedom is a 
good as well as a fact, hence, that the individual has a right to be 
the judge as to his own wants. It might be better if even these nor- 
mative judgments were kept more clearly separate from scientific 
analysis than is usually done in economics textbooks, or it might 
not, that, again, is a question of values. But sociologists would 
hardly claim to be m a position to throw stones at economists on 
this point— and the statement applies to the work under review. As a 
sociological datum we may throw in the observation that the tradi- 
tions of literature and learmng as well as religion manifest a roman- 
tic-aristocratic prejudice against “the market”, practically anything 
that has a connection with money is regarded as “sordid.” But the 
market is simply a mechanism for organizing relations of mutual 
advantage, which is assumed to be a good, and, incidently, the free- 
market organization leaves any persons who do not like the terms 
of co-operation established in the market, by the meeting of minds 
of all interested parties, free to adopt any other terms on which they 
can agree as better. 
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These more detailed criticisms bring us back, by way of conclu- 
sion, to the larger issues laised by Maclver’s treatment as a whole. 
This discussion must be reduced to the briefest compass and most 
summary" form. The main issue centers m the relation between sci- 
ence and intei pretation and the corresponding implications of the 
concept of causation As already noted, Part IV, which comprises 
the last third of the work, bears the title, “Interpretation ” It starts 
out in the same general way as the book as a whole The first section 
(of chap, x, “The Realm of Conscious Being”) deals with “The Dy- 
namic Realms” and presents a classification more or less parallel 
with the “Modes of the Question Why,” distinguished m chapter 1 , 
Section II. As m the rest of the book, the author constantly insists 
on “real” causation, here under the name of “The Dynamic Assess- 
ment” (meaning essentially the rational evaluation of objectives), 
but, at the same time, whenever he gets down to the brass tacks of 
concrete problems, he insists on sociology’s being a “positive” sci- 
ence of descriptive analysis and generalization. This dualistic view 
is, in the mind of the reviewer, philosophically correct The pro- 
cedure is open to criticism, first, in the detail (but surely a very im- 
portant detail) that the treatment of scientific method seems to 
strive to ignore the quantitative aspects of cause and effect and the 
logical method of “concomitant variations,” which has become 
nearly the whole procedure of modern inductive science The au- 
thor’s theory of method ignores the conception of “function and 
variable”, and, even when he is explicitly discussing statistical pro- 
cedure, he seems to strive to avoid quantitative correspondence so 
far as possible In fact, of course, the “all-or-none” relationship is 
extremely rare in nature, if it occurs at all; and it is logically a spe- 
cial case of the broader principle But our author prefers to think in 
terms of the methods of agreement and difference, with the main 
emphasis on difference (see especially p. 6$ n.). 

The more general criticism has to do with the failure to dis- 
tinguish between science and interpretation and to bring out the 
relation between the two. In the abstract, or logically speaking, the 
method of science is the same, regardless of the nature of the sub- 
ject matter. It consists in the discovery of uniformities of coexist- 
ence and sequence, regularities or stable patterns in the time and 
space relations of observed data, which are not apparent m the 
data themselves. The main differences in the meaning of causation 
in natural and social science center in two facts The first is the 
meaning of observation. Strangely enough, our author does not 
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mention this difference in either of his discussions of the major divi- 
sions of the field of knowledge If the fact that social data are derived 
through intercommunication rather than through direct sense ob- 
servation may be regarded as not belonging to the nature of causa- 
tion, this certainly cannot be said of communication as an essential 
feature of the social process— unless one adopts the position of phy- 
sical behaviorism, which the author is throughout particularly con- 
cerned to combat (and it is one of the most useful features of his 
book). Moreover, if intercommunicative activity is relegated to the 
realm of interpretation rather than to that of observation and induc- 
tion— a kind of quasi-behaviorism— it nonetheless calls for explicit 
discussion in a book of this sort. But communication seems to be 
mentioned but once, and rather cursorily (m the concluding para- 
graph of the last chapter of Part III, p 264), as incidental to the no- 
tion of “imaginative reconstruction.” 

With respect to the division of the field of knowledge, from the 
standpoint of principles of interpretation, the schemes given m 
chapters i and x are difficult to reconcile, and both seem vulnerable 
at many points. Attempts of this sort are, of course, familiar, es- 
pecially from the hands of sociologists, back to the famous hier- 
archy of Auguste Comte. The results differ widely from one author 
to another, and the problem raised, however important, cannot 
be discussed here But the writer would offer two or three criti- 
cisms of Maclver’s second scheme (pp. 272-73), with only brief 
reference to the more elaborate (and more confused^ 3 ) layout given 
in chapter i. 

The first step is a division of all “Being” into three realms the 
physical, the organic, and the conscious. These must be interrelated 
in some way with the scheme of four “nexi” (p. 271) the physico- 
chemical, the biological, the psychological, and the social, presum- 
ably they correspond to the first three The third is said to have 
three varieties or aspects, “exhibiting, respectively, objective, mo- 
tivation, and design”— all modes of “teleological activity.” The au- 
thor continues 

In this form of activity we introduce for the first time the relation of 
means and ends, the emergence into the realm of consciousness of the rela- 
tion of organs and functions. As this form of activity becomes socially 
articulate, two interdependent systems or orders gradually become dis- 
tinct, the system of apparatus or means, and the system of values or ends 
These we designate respectively the technological order and the cultural 
order The social order itself is the scheme of relationships between social 
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beings. ... In the social order the . . . social nexus for the first time appears 
[p* 271]. 

Then we are told explicitly that the three orders— cultural, techno- 
logical, and social— he “within ... the realm of conscious Being” 

(p. 272 ). 

After close study the reviewer finds much of this scheme unin- 
telligible. We can understand the ideas of physical being, with and 
without life, and of life with and without consciousness. But the 
relation between conscious being and society is quite obscure. For 
symmetiy, the meaning would be that conscious being may be 
either social or non-social, but in that case “social being” should 
be introduced as a fourth level. The intent of the discussion, m this 
chapter and m the book as a whole, seems to be rather to identify 
the social and the conscious. But the facts surely call for recogni- 
tion both of conscious being, which is not social, and of social be- 
ing, which is not conscious. Specifically with reference to human 
society and to its scientific discussion in sociology and anthropol- 
ogy, conscious activity plays a highly various, problematic, and, on 
the whole, rather limited role. The distinctive interpretive concep- 
tion would rather be habit, formed in the individual and transmitted 
in the group by unconscious imitation. And a place must certainly 
be made for social forms and changes which result unintentionally 
and unconsciously from acts which are individually conscious, in 
the sense of purpose or (conscious) teleology. If teleology is not 
restricted to conscious purpose, then the biological nexus of func- 
tion all comes under this head It would seem that the bulk of social 
process and change consists of activities which fall within the realm 
of behavior which lies somewhere in this region of the “functional” 
(in a broad, loose interpretation) but unintentional, whether con- 
scious or unconscious. 

The author’s scheme not only leaves the order of categories con- 
fused and obscure but finds no place for conduct which is at once 
consciously social and consciously purposive, i e , for all deliberate 
group activity. That is, it excludes the phenomena of democratic 
political action and the similar activities of the infinite variety of 
voluntary private associations— unless, again, these are to be dealt 
with in physical-behavioristic terms, in accord with the canons of 
positive science in the strictest and narrowest interpretation If thev 
are to be dealt with “realistically,” in the higher meaning of the term 
and in accord with the position our author so ably espouses in the 
central section of his book, it is clearly necessary to recognize the 
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category of “social mind,” of group feeling and knowledge, and ol 
group deliberation and choice. 

Finally, the identification of values with ends conceals or denies 
one of the most important distinctions which has to be made in an) 
realistic discussion of conscious teleology. This is the distinction 
between thinking or deliberating about the procedure for lealizing 
given ends (the appropriate use of means) and deliberation about 
what ends to pursue, in terms of more general purposes or ideals 
(Confusion on this point has been noticed in connection with the 
author’s misconception of the meaning of the economic as a behav- 
ior category.) Partly, no doubt, because popular usage and thinking 
eschew anything resembling careful analysis, there is no established 
terminology for clearly referring to this distinction, but the mini- 
mum departure from general usage would seem to call for the use 
of the words “end” and “value” for the purpose—though value has 
other meanings, including both economic value (relative magnitude 
of different given ends) and even pure mathematical magnitude 
as such 
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Ii sjllms that a great many thoughful people in the world are like 
Pontius Pilate in that they ask a question of our title, but “do not 
wait for an answer.’' But a considerable number differ from him 
in the interesting respect that instead of asking others the question, 
they volunteer to give the answer themselves, to others and to the 
world, without waiting to be asked. This leads to the writing of 
books of varying character and size, which one suspects are more 
interesting on the average to their authors than they are to any 
considerable number of readers. And to many of those who do read 
them this may be a comforting thought, since it means that books 
on methodology probably do not do much damage. The chief reser- 
vation would be that they are most likely to be read and taken seri- 
ously by the young. 

Hutchison’s methodology or philosophy of economics is of a 
sort which is paiticularly irritating to this reviewer, especially be- 
cause it is so common, among people who “ought to know better.” 
The author is a positivist, i.e , one of those who always think of “sci- 
ence” with a capital S (if they do not always write it that way) 
and use it m a context which conveys instructions pronounced in 
the awe-mspired tone chiefly familiar m public prayer. This emo- 
tional pronouncement of value judgments condemning emotion and 
value judgments seems to the reviewer a symptom of a defective 
sense of humor The attempt to build a social science on these foun- 
dations suggests that the human race, and especially a large propor- 
tion of its “best minds,” having at long last (a very long last) found 
out that the objects of nature are not like human beings— are not 
actuated by love and hate and caprice and contrariness, and subject 
to persuasion, cajolery, and threats— have logically inferred that hu- 
man beings must be like natural objects, and so viewed by the seeker 
of knowledge about them. 

1 Review of T W Hutchison’s The Significance and Basic Postulates of 
Economic Theory (London* Macmillan & Co, Ltd, 1938). Reprinted by per- 
mission from the Journal of Political Economy , Vol XL VIII, No 1 (February, 
1940 ). 
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We read only a few pages into Hutchison’s book before coming 
to the development of the all-important distinction between science 
and philosophy, illustrated by an example which in fact admirably 
illustrates the superficiality and dogmatic oversimplification in- 
volved in the author’s own position. 

The reason why scientists, unlike philosophers, can build on and ad- 
vance their predecessors’ work rather than each being simply “influenced” 
by it and starting afresh right from the begmmng at the same problems 
with some complete new system, is that “scientists” have definite, agreed, 
and relatively conclusive criteria for the testmg of propositions, solutions, 
and theories which “philosophers” do not accept [p 7J. 

The meaning, if it has one, is clearly, “go thou and do likewise.” 
The illustration is that of two imaginary economists in an argument 
as to whether the check system did or did not exist in present-day 
Paraguay. If they were scientific, they might themselves go to Para- 
guay and investigate In that case, the argument might be settled by 
their actually having a check before them. “Then, having settled 
the scientific dispute, they might begin a philosophical dispute . . 
as to whether they had got “the real check-an-sich” or only “the 
idea or appearance of a check” (p. 8). Now it is surely obvious, 
without any reference to transcendental reality, that it would be 
impossible to assert on the basis of any printed slip of paper or 
other object “before them” whether “the check system” existed or 
not. One would certainly have to know the history of the “object” 
and the laws and business usages connected with it In fact, it is inad- 
missible to speak at all of “the” check system, if one is making any 
serious pretense to accuracy, and if one is talking about a check 
system at all, one is certainly concerned with purposes aimed at and 
results achieved as well as with the existence and paths of motion of 
printed pieces of paper or any physical events. 

In short, such a contrast between glorified science and a carica- 
ture of philosophy is not helpful but rather the opposite. But 
Hutchison’s conception of science has a specious plausibility and a 
strong intellectual appeal, and that is precisely what makes it dan- 
gerous and pernicious and in that sense important, especially (again) 
because of its appeal to the young. It is utterly remote from “real- 
ity,” in the “real” sense, in contrast with the artificial and arbitrary 
use of the word by positivist philosophers, who at bottom are sim- 
ply bad metaphysicians. The appeal of this method is oversimplifica- 
tion which amounts to serious falsification. Where there are or can 
be “definite, agreed, and relatively conclusive criteria for the test- 
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mg of propositions, solutions, and theories,” there are no very seri- 
ous intellectual probems and no methodological problems whatever. 
The problem of truth m Hutchison’s subject matter is not one of 
finding such tests, any tests which can be proposed would rather 
themselves have to be tested by the propositions of economic theory 
as already understood. 

Hutchison continues ‘The scientist proceeds by means of the 
two inextricably interconnected activities of empirical investigation 
and logical analysis, the one, briefly, being concerned with the be- 
haviour of facts, and the other with the language m which this is to 
be discussed” (p. 9). This statement, like the generalization previ- 
ously quoted, may pass as a definition of science, though obviously 
a restricted, if not an arbitrary, one If science is so defined, the 
fraction of human knowledge which is “scientific” is almost disap- 
peanngly small and includes no knowledge of human or of social 
data, or specifically of economics, and most specifically of economic 
theory— if the key words (including “empirical,” “logical,” and 
“facts”) are taken in the meaning of ordinary usage 

One who has read critically so far m the book will be moved to 
read on with the particular object of finding out what the author 
actually means by such terms as “empirical” and “logical.” He will 
not have much success. But he will find that Mr. Hutchison does not 
stick at all to the principles so emphatically put forward m chapter 
i— which fact is on the whole rather to his credit, though it means 
that he really has no philosophical position at all. As to observation, 
he will be able to discern, on coming to chapter v (the last in the 
book except for a conclusion and an appendix) which in some meas- 
ure comes to grips with some of the more common and familiar 
concepts of economics, that the author has quite dropped his rigor- 
ous and “hard-boiled” (dogmatic 1 ) pose. Speaking of propositions 
about such mental attitudes as expectation and the derivation of util- 
ity from a commodity, he simply states that he prefers “the ordi- 
nary usage by which such propositions are regarded as definitely 
verifiable or falsifiable” (p. 146; my italics). He finds a “core of 
truth m the common-sense ‘comparison of utilities’ [between per- 
sons]” (p. 148), and approves of including “welfare economics” in 
“economic science.” Thus is a “far cry” from looking for printed 
pieces of paper (where even the meaning of the printing is assumed 
to raise no questions). 

In the few pages in which the meaning of testing is considered, 
our author first finds a “ ‘conventional’ element” in the tests which 
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“one lays down” (p. 145) and then apparently asserts that all tests 
are “purely conventional” (p. 152; also 147, 148, etc., on the “ordi- 
nary use of words,” and “ how •words are m fact used ” [author’s 
italics]). According to this theory, a logically or factually wrong 
statement is on the same level as a piece of faulty grammar which 
m no way affects the meaning of what is said. Certainly no one be- 
lieves that to be true. But in the meantime (p. 147) we also learn 
that propositions and concepts fulfil the scientific criteria (of em- 
pirical testability) “if we choose to define them as doing so, and do 
not fulfill it if we do not choose” (author’s italics). Here truth is 
merely a game m which the players are free to make any rules they 
please. 

Thus when our author “gets down to cases,” he seems to abandon 
entirely his stem insistence on factual testing and to fall back upon 
the naive conceptions of common sense. His philosophical position, 
in the brave passages where he professes one, would seem to be that 
of “logical positivism”; that is— if one can hope to state a position 
which one does not believe to be tenable m a way that would be ac- 
ceptable to someone who does believe it— knowledge is (or true 
propositions are) relative to objects of two sorts: (a) “things,” such 
as printed pieces of paper, which can be identified by pointing and 
naming, and ( b ) verbal definitions, which are a pure matter of the 
use of language in accord with conventional or arbitrary rules 
“Purely theoretical analysis consists in the manipulation of concepts 
in accordance with the rules laid down in their definitions” (p. 30). 
It is simply assumed that there is actually no disagreement— that no 
“test” is ever necessary or in question— either as to observed facts or 
as to the meaning and the truth of any stated inference. One must 
suppose that there is never any question even as to whether there is 
disagreement or not, or whether rules arbitrarily laid down are actu- 
ally followed. 

Now, in the present writer’s opinion, all this is fundamentally mis- 
leading and wrong, if not actual nonsense. The fundamental propo- 
sitions and definitions of economics are neither observed nor in- 
ferred from observation in anything like the sense of the generaliza- 
tions of the positive natural sciences or of mathematics, and yet they 
are in no real sense arbitrary They state “facts,” truths about “re- 
ality”— analytical and hence partial truths about “mental” reality, of 
course— or else they are really “false.” 2 Economics and other social 

2. I must deny that any conclusion which can claim any sort of logical validity, 
or even any meaning, can be drawn from any proposition which is really arbi- 
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sciences deal with knowledge and truth of a different category 
from that of the natural sciences, truth which is related to sense 
observation— and ultimately even to logic— m a very different way 
from that arrived at by the methodology of natural science. But it 
is still knowledge about reality. Its character will be considered m 
more detail after a few T general observations about the knowledge 
problem. 

The starting point of any discussion m this field is recognition 
that all discussion ultimately rests upon statements of fact and prin- 
ciple which are assumed to be accepted as true and which cannot be 
defended by argument if they are denied or questioned. If one be- 
gins with confident and sweeping assertions about “tests/' one is un- 
der a corresponding obligation to make it unambiguously clear what 
sort of propositions do and what sort do not need testing and what 
tests are accepted as valid and not themselves in need of testing. 
This follow-up is just what we do not find in Mr. Hutchison’s es- 
say. 

Even the briefest survey of the problem must recognize at least 
three types or fields of knowledge, m contrast with Mr. Hutchison’s 
two, and the third type, not considered by him, is by far the most 
important for the problems of economics with which he is supposed 
to be dealing. The three fields are first, knowledge of “the external 
world,” including both the plain man’s knowledge of everyday re- 
ality and the physical scientist’s knowledge of his primary data of 
observation; second, the truths of logic and mathematics (the prob- 
lem here is whether knowledge of this sort is knowledge about the 
same objective reality as the first category or whether it is about 
thinking or mind— or what is the relation between the two), third, 
knowledge of human conduct. It is of course in this last field that 
economic problems lie, though, as will be emphasized, they consti- 

trary, including mathematics and formal logic itself. This will be more fully 
explained below. Statements by mathematicians and mathematical logicians which 
are partly careless formulation and partly based on error of fact are in my opin- 
ion largely responsible for the prevalence of this untenable view 

As to economics, Hutchison approvingly quotes Professor Schumpeter’s state- 
ment that Gossen’s law “is not a law of economics . but an assumption,” which 
is “in principle arbitrary,” and “we could . . make the opposite assumption, and 
it could not be called false” (p 134) I must say categorically that we could not 
make the opposite assumption, or any divergent assumption, and tell the truth 
or talk sense about economic behavior. The principle referred to as Gossen’s 
law is a descriptive fact about such behavior, which is a reality. As Whitehead 
has said of natural science, economics is not a fairy story 
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tute but a small fraction of that field and only one of several cate- 
gories which must be recognized within it, and a still smaller frac- 
tion of knowledge about human “behavior,” if behavior and con- 
duct are most correctly and usefully defined. The subject matter of 
relevant knowledge of conduct, m contrast with mechanical re- 
sponse, is primarily human interests— interests m action, in contrast 
with the interest m knowledge— and the relation between interests 
and action, in our knowledge of both and in action itself. 

Regarding our knowledge of the external world, the first fact 
which calls for emphasis is that the data of immediate observation 
cannot be taken on their face, but must be “tested.” The bare fact 
that an individual sees, or thinks that he sees, or reports seeing a 
physical object or event— m everyday life or m a laboratory— by no 
means establishes that event as real, or a proposition reporting it as 
true. In many familiar situations it does not do so even to the ob- 
server himself, he sees the “straight staff bent in the pool”, and when 
observing a sleight-of-hand performance everyone knows that what 
he “sees” is entirely different from the “reality.” Validity has little 
.relation to vividness in the impression or fervor in the report. The 
“snakes” seen and reported by the sufferer from delirium tremens 
are probably by no means inferior in such respects to the observa- 
tions of the scientific zoologist. 

And a second fact, of even greater importance, if possible, is that 
testing observations is chiefly, and always ultimately, a social activ- 
ity or phenomenon. This fact makes all knowledge of the world of 
sense observation, whether that of the plain man or that of the sci- 
entist (not to mention knowledge of social data), itself a social activ- 
ity and a social phenomenon. In addition, it means that all such 
knowledge is inseparable from ( a ) self-knowledge of the knower 
and ( b ) knowledge of other knowers and of their knowledge, or of 
their “minds,” and hence of the nature and conditions of knowing 
and thinking as such. The concrete nature of this testing process is 
the subject matter of treatises on scientific method, and it is neither 
possible nor necessary to discuss it m detail here. The essential point 
for our purposes is that knowledge of external reality presupposes 
“valid” intercommunication of mental content, in the sense of 
knowledge, opimon, or suggestion, among the members of a know- 
ing group or intellectual community. A conscious, critical social 
consensus is of the essence of the idea of objectivity or truth. 

Moreover, a consensus regarding truth is itself by no means a 
“mere” (undisputed) fact. It rests upon value judgments as to both 
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the competence and the moral reliability of observers and reporters. 
(It is no matter of a majority vote 1 ) Without a sense of honor (as 
well as special competence) among scientists— if, say, they were all 
charlatans— there could be no science. And if ordinary normal hu- 
man beings habitually and systematically lied, or talked dream talk 
(or reported free association), there would be no possibility of any 
knowledge, or of the existence of minds or intelligence. There could 
be no “feeling” of truth or of reality, we could never form these 
notions, or have any communicable, and hence any intellectual, ex- 
perience. “We” could not exist at all as minds or selves. There 
might, indeed, be animate beings, or animate objects, making bio- 
logically “correct” responses to their environment and to one an- 
other’s physical behavior. But anything that can properly be called 
knowledge on the part of any subject is unthinkable apart from self- 
knowledge and valid intercommunication with similar (competent 
and trustworthy) knowing selves, living, thinking, and acting in and 
in relation to a common world of not-self, which is the general ob- 
ject of knowledge. This naturally suggests the question as to how 
we do know (imperfectly, of course) the content of one another’s 
minds, or how we intercommunicate. This is the problem of the 
third field of knowledge. But we must first make a few observations 
about the second field. 

With respect to the highly abstract propositions which form the 
axioms of logic and mathematics, the essential fact is that all such 
knowledge is at the same time knowledge of the external objective 
world and knowledge, in a special sense, of the way m which minds 
work. In the former aspect it differs from the more concrete knowl- 
edge which forms the content of the sciences only or primarily m 
the degree of generality or abstraction. The propositions of algebra, 
as well as those of arithmetic (in contrast with those of economic 
theory, as we shall see) are verifiable m the crude empirical sense of 
that term, to any degree of accuracy which i$ thought worth the 
cost, by counting beans. (The “beans” may be imaginary if the 
problem-solver’s memory and imagination have sufficient power and 
reliability ) In fact, most of the content of arithmetic and algebra 
consists essentially of “short cuts” or procedures for saving time in 
computation, as compared with the prohibitively slow and costly 
method of getting results by counting. And the propositions of ge- 
ometry are also empirically verifiable, to any worthwhile degree of 
accuracy, by drawing and measuring figures. 
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This will probably not be disputed for the “ordinary” algebra of 
real numbers and “ordinary” geometry, the geometry of Euclidean 
space. When we go beyond these realms the matter may seem to be 
otherwise, but a little critical reflection will show that it is a rather 
superficial seeming. Propositions which involve such concepts as im- 
aginary numbers, or non-Euclidean space, merely represent a higher 
degree of abstraction, they are still descriptive of the real world. 3 
The fact that we can hypothetically reverse some axiomatic propo- 
sitions, such as that parallel lines never meet, or postulate the oppo- 
site, and use the result in valid reasoning, creates no serious diffi- 
culty. We can do this with any proposition with content, as long as 
there is no explicit contradiction. There is a difference only in de- 
gree, not an essential difference in kind, between such reasoning and 
inference from the simplest hypothesis contrary to fact, such as sup- 
posing that an object had been in a different position or had been 
moving in a different direction or at a different velocity than was 
actually the case, in discussing an automobile accident or a labora- 
tory experiment. 

The apparent universal necessity, or a prion validity of any prop- 
osition which seems to have it, is far less mysterious than is often 
represented. It may be true to say that universally necessary propo- 
sitions are “forms of thought,” or laws of intelligence or mind, but 
such a statement does not mean at all that they are not truths about 
the real objective world. Rather the a priori necessity of any prop- 
osition is simply and, in this writer’s view, correctly explained by 
the fact that our minds lack any power of really creative imagina- 
tion or original intuitive knowledge of superempirical reality, and 
not by the fact that we possess any such powers. Any statement 
which “must” be true under all conditions is simply a statement of 
a fact about the world which is so universal and fundamental for 
experience that we cannot “think it away” or imagine a situation in 
which it would not be true (Hutchison frequently refers in a very 
matter-of-fact way to what is “conceivable”; eg., pp. 104, 142) 
The real mystery (insoluble to the present writer) is how any mind 
could imagine, or think it imagined, that there could be a real con- 
trast between the most general features of reality as experienced and 
what a mind living in and formed by it is able to imagine, or be- 
tween the fundamental laws of nature and those of thought. The 

3. For a brief and particularly illuminating discussion of these problems see 
the essay “Intelligence and Mathematics,” by Harold Chapman Brown, in Crea- 
tive Intelligence (New York Henry Holt & Co , 1917), pp 118-75. 
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higher the degree of abstraction involved, the easier it is to regard a 
proposition as a form of thought rather than as a fact about the 
world. 

All this must by no means be taken to imply denial or question- 
ing of the reality of reasoning as an activity of mind. But extremely 
little light is thrown on the nature of reasoning by the traditional 
treatment of formal logic The heart of intellectual activity consists 
m the discernment of similarities and differences, the conjunction 
and separation or “concomitant variation” of attributes, including 
behavior over time or associated changes in attributes, all of which 
is fairly well summed up and indicated in the word “analysis .” 4 

With regard to the relation between deduction and observation, 
or intelligence and the senses, m our knowledge of nature, there is 
not much that should need to be said. Surely anyone who has made 
any progress at all m the study of philosophy, or even in private re- 
flection about its problems, can be assumed to know that any simple 
antithesis between observation and inference is utterly untenable, if 
not downright foolish. The question as to the primary or immedi- 
ate data of consciousness is perhaps the mam perennial, unsolved and 
probably unsolvable problem of the theory of knowledge as a whole 
What is observation and what is inference are questions on a par 
with what is truth, if they do not simply restate the same question ' 
It has been a commonplace, at least since the time of Kant, that or- 
dinary “sense perception” is very largely an intellectual operation. 
And since the dawn of modern science, it has been a matter of arbi- 
trary choice of viewpoint whether what we actually “see” is things, 
qualities, or sensations, or even nerve currents. It is also essentially 
a commonplace that what we perceive, or are able to perceive, is 
largely a matter of the “apperceptive mass”— and this involves both 
expectations and interests. 

It should now be clear that we cannot separate the discussion of 
reality from the discussion of the knowledge of reality, the nature 
and structure of thinking and the conditions of its validity, or the 
workings of “mind” (meaning minds) There are two senses in 
wdiich a distinction can be made between propositions about mind 
or thinking and propositions about reality. The first relates to 
“wrong” thinking or to doubt or opinion recognized as question- 

4. It may be suggested that the nearest we come to creative reasoning is found 
in “passing to the limit” in mathematical operations. This operation seems dif- 
ficult to classify as between induction and deduction. “Extrapolative” reasoning 
has something of the same character and is especially important in natural science 
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able. This is a matter of degree. To the extent that any proposition 
or idea is regarded as false or as affected with uncertainty, its con- 
tents are regarded as subjective, as bemg in somebody’s mind rather 
than m the objective world. (In a real sense the theory of knowl- 
edge is the theory of error and illusion.) The second valid distinc- 
tion, which is familiar m philosophy and which we have had more 
occasion to discuss at length, is connected with the limits of our 
power to postulate or to imagine deviations from reality as known. 
This also is more or less a matter of degree. The axioms of algebra 
seem “more certain” and unescapable and hence more mental than 
those of geometry, and the elementary laws of motion (the nature 
of mass and force) do not seem very far from the status of geom- 
etry as to inevitability. Again, the development of the relativity and 
quantum theories (discontinuity) has cast doubt on the reliability of 
what can or cannot be imagined as a test of truth 

All this is chiefly a long preliminary to a discussion of the third 
field of knowledge, m which lie the methodological problems of 
economics. The whole subject matter of conduct— interests and mo- 
tivation— constitutes a different realm of reality from the external 
world, and this fact gives to its problems a different order of suble- 
* ty and complexity than those of the sciences of (unconscious) na- 
ture . 5 

The first fact to be recorded is that this realm of reality exists or 
“is there.” This fact cannot be proved or argued or “tested.” If any- 
one denies that men have interests or that “we” have a considerable 
amount of valid knowledge about them, economics and all its works 
will simply be to such a person what the world of color is to the 
blind man. But there would still be one difference a man who is 
physically, ocularly blind may still be rated of normal intelligence 
and in his right mind. 

Second, as to the manner of our knowing or the source of knowl- 

5 The reference is to interest m action, m contrast with the interest in know- 
ing. It goes without saying that theoretical and practical interests are inseparably 
connected, though we can talk about them separately, by abstraction. Our theo- 
retical interest m things as thmgs centers m classification, which means the dis- 
covery of similarities and differences, including correlation and concomitant 
variation and probability. The significance of all this for action is obvious, we 
“predict” the unknown from the known (both in future time and in the present) 
and predict the effect of our actions upon materials (All action ultimately re- 
duces to moving matter in space by the use of our muscles,) Yet we unquestion- 
ably have purely intellectual interests which are not reducible to the production 
of desired modifications in the course of physical events 
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edge, it is obvious that while our knowledge (“correct” observation) 
of physical human behavior and of correlated changes m the physi- 
cal objects of non-human nature plays a necessary part in our 
knowledge of men’s interests, the main source, far more important 
than in our knowledge of physical reality, is the same general proc- 
ess of intercommunication in social intercourse— and especially in 
that “casual” intercourse, which has no important direct relation to 
any “problem,” either of knowledge or of action— which has been 
found to play a major role in our knowing of the physical world. 

Hutchison, like other positivists, pretends that knowledge of peo- 
ple’s minds is an inference, from the observation of their bodies, of 
their physical behavior 6 The least critical consideration of the al- 

6 Having examined by introspection the marginal utility of different 

amounts of money income to himself, [the economist] perceives that this ‘inside 
experience’ is correlated with a certain ‘external’ behaviour of his as regards 
money income He arrives at the conclusion by ‘external’ observation that his 
‘external’ behaviour regarding money is similar, in general, to everyone else’s 
He assumes or draws the analogy from this, therefore, that everyone else is ‘in- 
ternally’ similar to himself. 

“We again leave on one side the difficulty as to how this ‘internal’ assumption 
could conceivably be tested This is connected with the crudity of the distinc- 
tion between ‘inside’ and ‘outside’ experience. At this stage we want simply to 
emphasise the more obvious point that our economist cannot get any general 
results by introspection alone, but only by observation of ‘external’ behaviour 
(which may be so delicate as tone of voice, or facial expression), spoken and 
written words, etc , but which (to continue with this crude and misleading dis- 
tinction) must be ‘external,’ whether further inferences or analogies as to the 
‘inner’ experience are drawn or not” (p. 139) 

And agam “Ordinarily, if one asks people how they know that a man gets 
utility out of a commodity, or . know that one man gets more utility . . than 
another . one will probably receive as an answer something to the effect that 
‘This man regularly spends a greater percentage of his income on this com- 
modity than the other,’ or When I asked them how they liked this commodity 
this man exclaimed m one way, the other m another way.’ That is what is called 
in ordinary language ‘one man getting more utility out of a commodity than 
another’ ” (see pp. 147-48, his italics ) This statement might be labeled as a warn- 
ing, to philosophers and others, as to the kind of thing a philosopher is likely to 
say under the urge to establish some theory which is far simpler than the facts, 
certainly, no one thinks that in speaking of an experience of enjoyment he means 
“exclaiming” or any physical act 

On p 143 Hutchison enters an express denial that his analysis of “introspec- 
tion” is in any way to be confused with doctrines of solipsism or behaviorism 
and says that he makes no assertion about the reality of consciousness or the 
existence or non-existence of anything. The clear meaning is that he has no 
philosophical position, and no theory of knowledge which is of any use in 
doubtful cases, where alone a theory is of any significance. The bare fact that 
Hutchison completely ignores intercommunication, while he makes all inferred 
or deduced truth a matter of “convention,” means that the final precipitate is 
mostly confusion. 
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leged process of “inference” by which we are supposed to learn of 
the content of others’ mmds through observation of their physical 
behavior would show that it is so different from the inferences ei- 
ther of inductive science or of logic and mathematics that a different 
word should certainly be used. Cooley has used the phrase “sym- 
pathetic introspection,” which, loose and “literary” as it is, goes 
deeper into the realities than the positivistic “simplism.” 

With reference to a given moment, it may be allowable to say 
that one “infers” another’s thought or feeling from, say, uttered 
sounds and facial expression. But no brute fact is more familiar than 
the psychological datum that one does not hear or see much more 
than one understands. What we immediately, consciously, appre- 
hend is the “meaning,” and if called upon to reproduce the physi- 
cal facts we should do so chiefly by “deduction” from the remem- 
bered meaning, not from any direct recall of sense data. Surely no 
one thinks that from any conceivable knowledge of the physical 
world it would be possible to predict what interests intelligent be- 
ings living in it would have, even if all conceivable knowledge of 
human psychology be thrown in 

What is really in question is the nature of intelligence, which can 
only be discussed by considering the process by which intelligence 
is built up in the individual, or by which an intelligent individual 
comes into existence. “We” undeniably live in a world where intel- 
ligence is the property of human beings who are born, live through 
a common life-cycle and die— both as biological units and as minds 
And they are certainly born completely ignorant, without minds, 
and acquire knowledge and intelligence by a process about which 
the developed intelligence knows and can say a good deal . 7 Under 
the conditions of the only world we know anything about, knowl- 
edge and intelligence are completely “unthinkable” apart from a 
continuing and developing social process of learning. This necessar- 
ily involves for the learner intercommunication with other selves, 
including large numbers of selves who know (have learned) vastly 
more than himself and all of whom live in and react to a world of 
not-self, about which they habitually intercommunicate Thus our 
knowledge of the world and our knowledge of one another and of 
“mind” in general form inseparable bodies of knowledge which must 

7 Whether it is possible for human beings to conceive or imagine an im- 
mortal mind, which never learns but is eternally omniscient or at least eter- 
nally knows all that it ever knows (or to imagine a community of such minds) , 
is a question which need not be argued here. The reader will be correct in 
inferring that the writer is very doubtful about it 

[162] 



“ What Is Truth ” in Economics ? 

be studied m relation to one another, if we are to know anything 
about any of them or to talk sense about them. All are to be ac- 
counted for “genetically” in terms of a twofold historical evolution, 
m the individual and in the race. 

Among the citations with which Hutchison prefaces his fifth 
chapter (and specifically its first section, on “The ‘Psychological 
Method’ ”) is the following from Wieser. 

“We can observe natural phenomena only from outside, but ourselves 
from within.” The employment of this inner observation is the psycho- 
logical method, “which finds for us m common economic experience all 
the most important facts of economy. ... It finds that certain acts take 
place in our consciousness with a feeling of necessity. . . . What a huge 
advantage for the natural scientist if the orgamc and morganic world 
clearly informed him of its laws, and why should we neglect such as- 
istance*” [p 132]. 

This position our author proceeds to annihilate— as nearly as one can 
tell what he means— or at least to ridicule In the present writer’s 
opinion it is essentially sound, though the analysis is admittedly not 
earned very far in a philosophical sense by Wieser or by most of 
those who advocate it. 

Observing from within must be interpreted in the light of the 
social-mental, intercommunicative character of all thinking already 
insisted upon. It is obvious that knowledge based on such “observa- 
tion” is intuitive in a special sense as compared with any knowledge 
of nature, or even with the very highest abstractions ordinarily 
treated as logical axioms or general forms of valid thinking as such. 
It is not conceivably possible to “verify” any proposition about 
“economic” behavior by any “empirical” procedure, if the key 
words of this statement are defined as they must be defined to be 
used with relevance and precision To form the idea of economy or 
economizing, one must first know that the end of an action is in gen- 
eral more or less different from its empirical result. Economy in- 
volves an intention or intended result, which is not amenable to 
observation in any admissible use of that term. 

As to the content, or “basic postulates,” of economics, it is surely 
indisputable, to begin with, that the first of these postulates is the 
reality of economizing, or economic behavior, the general meaning 
of which is known to any possible participant in any economic dis- 
cussion— “intuitively,” in the sense already indicated. To repeat, it is 
not possible by any observation of any act to tell whether or in 
what degree it is “economic”; indeed, the subject himself rarely 
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knows even approximately, until a considerable time afterward, and 
never very accurately. (The contrast with mathematical axioms may 
again be called to mind.) All discussion of economics assumes (and 
it is certainly “true”) that every rational and competent mind knows 
(a) that some behavior involves the apportionment or allocation of 
means limited in supply among alternative modes of use in realizing 
ends, ( b ) that given modes of apportionment achieve in different 
“degrees” for any subject some general end which is a common de- 
nominator of comparison, and (c) that there is some one “ideal” 
apportionment which would achieve the general end in a “maxi- 
mum” degree, conditioned by the quantity of means available to the 
subject and the terms of allocation presented by the facts of his 
given situation . 8 

We surely “know” these propositions better, more confidently 
and certainly, than we know the truth of any statement about any 
concrete physical fact or event, whether reported bv someone else 
or made by ourselves on the basis of our own experience, and fully 
as certainly as we know the truth of any axiom of mathematics or 
of logic We know them in the same way that one knows one is 
writing sentences and not simply making dark markings on a white 
surface, or is reading versus seeing such marks— by living in the 
world “with” other intelligent beings, we neither know them a pri- 
ori nor by one-sided deduction from data of sense observation 9 

8 This is one aspect of the intuitive or common-sense notion of econo- 
mizing. The term refers also, and perhaps primarily, in everyday usage, to the 
more or less “correct” manipulation of the means employed This manipulative 
aspect of economic behavior is treated in the sciences which make up the gen- 
eral body of technology , with which economics is not directly concerned 
Everyday usage, and everyday thinking, are much confused as to the relation 
between economy m the allocative sense and “technical efficiency” In brief, 
the difference is that the choice between technical processes is not affected by 
the principle of diminishing efficiency and consequently does not give rise to 
apportioning and proportioning, the correct choice is one of all or none 

ft is essential to understand that the concept of “physical” efficiency, as usual- 
ly employed, is a misconception It would be valid only in a case where only 
one physically described and measured result is m question, and where at the 
same time the means employed are at once limited and available for no other 
use Such cases are certainly rare in reality, means are usually economized m 
any particular use because they are valuable for other uses According to the 
most elementary laws of physical science, all the matter and energy which go 
into any reaction always come out of it quantitatively unchanged, so that ef- 
ficiency as physically measured is always 100 per cent, which is to say that 
the conception is without meaning. Any efficiency measurable as a percentage 
involves evaluation of alternative possible results, the relative usefulness of the 
output alternative to any given result constituting the “real cost” of the latter 

9. The best illustration of apportionment and of the maximizing of desired 
results through correct apportionment is undoubtedly the individual’s expendi- 
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A major problem in connection with the basic postulates of eco- 
nomics, and one which surely calls for notice in any serious philo- 
sophical discussion of its methodology (but which is not mentioned 
m Hutchison’s volume), arises out of the habitual practice and usage 
in economic literature of treating the distinguishing fact about goods 
and services— the fact that they are the subject of economic decision 
—as a measurable quality m the things themselves. As every student 
knows, one of the first questions raised m modem philosophy, m 
connection especially with the transmission theory of vision, was 
that of what “qualities” really inhere in the object and which ones 
are in the mind of the observer. It is a familiar observation or re- 
mark that values (or some of them) are “tertiary qualities”— on the 
line of the famous distinction made by Locke between the primary 
and secondary. Closely connected with this topic is the vitally im- 
portant matter of quantity and measurement. 

The quantity or degree of variable attributes is fundamental for 
the interest in action, and the concept or feeling of objectivity it- 
self, as against subjectivity, has come for the modem mind to be 
closely connected with the possibility of measurement and the accu- 
racy attainable. This fact has also greatly influenced our notions of 
what constitutes “science,” especially m English usage. (It is much 
less true m French ) Economic theory deals with interests as ab- 
stract magnitudes (intensities) and hence “naturally” considers them 
as inhering m the objects of interest, as attributes, and, also as meas- 
urable, which two considerations yield the familiar notion of “util- 
ity.” This way of thinking is doubtless due in part to the fact that 
utilities receive a kind of measurement through the process of com- 
petitive exchange in the market, and in part it is due simply to the 
intellectual craving for objectification of any subject matter under 
discussion. Measurement and measurability present problems which 
cry for discussion, for it is obvious that measuring has a very differ- 
ent meaning in connection with different kinds of variables. The 
facts which are relevant for economic concepts present a paradox. 

cure of a given money mcome in the purchase of “want-satisfying goods or 
services” (m general and accurate terms, exclusively services) available to him 
in a perfect market at given prices; but the principle can perfecdy well be 
illustrated from a Crusoe economy. 

For the purpose of the present discussion, the conception of economic ac- 
tivity may be limited to “stationary conditions,” i e., behavior relative to given 
wants, resources, and technical knowledge. Whether or in what cases activity 
deliberately aimed at changing any of these given conditions is “economic,” is 
a question which raises issues of a higher order of difficulty than those m ques- 
tion here. 
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Both of the facts just mentioned, the partial conformity of con- 
duct to economic principles and the fact that conformity can only 
be partial, are really known with “absolute certainty ”-m the sense 
already explained, that we are unable to think away the fact of de- 
liberate activity of the sort described. If conformity were perfect, 
the behavior in question would cease to be either “economic” or de- 
liberate, and would become a mere mechanical response to a stimu- 
lus situation, which is a categorically different matter. 13 

Superficially considered, economic knowledge presents a certain 
parallelism with our knowledge that a perfect circle has certain 
properties but that no empirical circle is perfect (or we could not 
know it if it were). But there is first the categorical difference al- 
ready mentioned, that one can investigate empirically the imperfec- 
tions of the circle, to practically any degree of accuracy worth the 
trouble, while this is possible for economic behavior only within the 
narrowest limits at best, and in a completely different sense of the 
word “empincar’—so different as to make it essentially a different 
word, if it is used at all. Methodologically considered, economics is 
a highly abstract “concrete deductive” science, similar to geometry 
or to mathematical mechanics, but in addition its data are intuitive 
in a far higher or purer sense than is true of mathematics itself (cf. 
p. 157). A closer parallel to the economic case from the physical 
world would be that of a law of physics involving a time sequence 
m phenomena, such as the law that the orbit of a body moving m a 
gravitational field is one of the conic sections. 

The vital difference between the economic law of a maximum 
and the comc-section principle is that m connection with the former 
we have two independent sources of information, if not in fact 
three, which should be distinguished, and they do not agree. We 
know something about economic behavior and its motives in the 
same general way that we know about orbits and the “forces” which 
lie behind them, i.e., through sense observation and inference from 

13. The known imperfection of correspondence between motive and result is 
further proof that we do not infer the former from the latter Apparently it 
cannot be too often repeated that conduct cannot be interpreted m terms of 
positive categories The phenomenal sequences of positive science cannot m 
any sense be problem-solving, while this is the most important fact about 
human conduct. Consequently any attempt to universalize positive categories 
involves denying the reality of the notion of a problem or solution, or question 
or answer. Of course it also involves denymg the meaning of denial and as- 
serts that illusion and error are themselves illusion and error. Limitations of 
the economic character of choice, in favor of factors still further removed 
from positive “f actuality,” will be considered presendy 
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observed behavior, m the physical sense. Motive in this connection 
is closely analogous to physical force . 14 We also, however, know 
about motive through the general process of mtercommurucation 
between our own minds and other minds, which is the fundamental 
basis of all knowledge, whether of the world or of mind (meaning 
human minds, primarily normal) , and the basis of intelligence itself. 
The first difficulty of scientific method m economics is that the two 
main sources of information inherently disagree. Motives as inferred 
from their “effects” and motives as known directly by “internal ob- 
servation” do not accurately correspond. (This fact is a condition 
of the existence of motivated behavior or conduct.) Perhaps it is 
more accurate to say that we know directly about the failure to 
correspond itself— due to error, prejudice, etc.— through the pri- 
mary source or medium of knowledge, intercommunication. But if 
we raise the question of “testing” our knowledge of motivation in 
any particular case by an ad hoc investigation, m the only sense m 
which this is possible, it would appear that we bring m a third 
source of knowledge which probably ought to be distinguished from 
the general know ledge of mind derived from social intercourse. This 
is explicit questioning with answers based on explicit and critical 
introspection on the part of the economic subject making the choice. 

We come now to another, and if possible even more essential, 
item m connection with the discussion of the basic concepts m eco- 
nomics— especially with reference to the positive or factual charac- 
ter of its data— which is entirely ignored by Hutchison. In the de- 
marcation of economics, the interests of the individual (or those of 
the state, for the economics of totalitarian collectivism) are regu- 
larly and properly taken as factual data. It is usually made explicitly 
clear that in economics as a science no question is raised as to the 
“validity” of the “actual” scale of preferences of the economic sub- 
ject. And our own discussion so far has accepted this view that pref- 
erences themselves are simply facts, the only question being as to 
how these facts are known. It must now be emphasized that this 
position is possible only for a treatment limited to the character of 
“pure” economics, completely divorced from any consideration of 
criticism or guidance of social action. In so far as any treatment of 
economics makes explicit reference to the merits of any social pol- 

14. Force also— as every student or thoughtful person knows— is “metaphys- 
ical” and repugnant to the scientific intellect, and serious efforts have been 
made to build the theory of mechanics without it (without success 1 ) . 
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icy, some theory of value, beyond factual preference, is necessarily 
involved. This is just as true for rigorous laissez faire individualism 
as it is for any form or degree of interference or “control.” Individ- 
ualism, as a subject of approval or disapproval, is a social policy and 
an ethical category. 

Moreover, a really thoroughgoing laissez faire individualism, ac- 
cepting individual preferences as absolutely final, not only has never 
been either practiced m or advocated for any “society” (a political 
concept), but is even theoretically impossible under any conditions 
fundamentally like those of the real world. For, in a world in which 
individuals grow old and die and are replaced by new units who are 
born as “infants” and are necessarily reared and educated m the so- 
ciety m which they are to live and function as members, it is merely 
absurd to treat the individual as a datum for purposes of decisions 
regarding social policy. Any change m policy will affect the kind 
of individuals of which society in future time will be composed and 
not merely the relations between individuals, and these consequences 
cannot be ignored. And it is a fact, to be kept m mind and recog- 
nized as a condition of talking sense about human interests, that ev- 
eryone, habitually and inevitably, makes a distinction which is vital, 
however vague it may be, between personal preferences and values 
assumed to be objective. (This means imperative but not absolute.) 
The social assertion of an individual preference itself rests on such 
a judgment of value, it is essentialy a “right” in so far as it has any 
significance whatever . 15 No discussion of group action can be car- 
ried on in propositions which merely state what “I want.” 

15 Hutchison appends to his book an eight-page discussion of economic 
policy, in the form of a destructive criticism of “Some Postulates of Economic 
Liberalism” It contains many good points and is characteristically notable for 
the citations in the footnotes It certainly overstates vastly any claim ever 
seriously made on behalf of “classical economics” in alleging its position to be 
“that Economic Science quite definitely demonstrates that a Liberal, capitalist, 
laissez-faire economic policy leads to maximum returns for the community or 
to greater returns than any collectively planned economic policy” (p 177) 
And Professor von Mises would hardly be generally accepted as “the leader 
of contemporary Economic Liberalism,” unless this means the academic op- 
ponent of socialism most conspicuous for the extremism of his position 

The main defects of the Appendix seem to the reviewer to be two. First, the 
author does not recognize the obvious reservation for any defense of economic 
individualism (in addition to frictional limitations) that even in so far as the 
system “works” in accord with its theory, individuals— which really means fam- 
ilies— share in the social product on the basis of productive capacity furnished 
(as measured by its sale value), which is perhaps never defended as having 
any close correspondence with ideal ethical desert, particularly for the de- 
pendent members of the family unit More generally, he also takes the m- 
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But the value judgment has also a more immediate significance for 
the discussion of social policy. Judgments of value are also facts, 
data— and data of supreme importance Social discussion has not only 
to be relative to some ideal of what policy ought to be, m the judg- 
ment of the parties to it, it also has to make a categorical distinction 
between what the individual members of any society affected by 
policy at the moment regard as right, or as rights, and what they, as 
individuals or as groups, sects, or what not, merely want. It is an in- 
dubitable fact that every normal individual makes this distinction m 
his own thinking with reference both to his interests and conduct 
and to those of other persons, and the fact that he usually does not, 
in the opinion of others, make it very accurately— especially m the 
sense that he tends to erect nearly every interest or wish of any im- 
portance into a right— by no means implies either that the distinction 
can be ignored or that it is possible to discuss group policy or the 
behavior of individuals m groups without recognizing that there is a 
valid though unprecise distinction. 

The economic view is only one aspect of motivation and is usually 
severely limited m various directions by a number of other aspects 
Activities conform only in part, and usually in a rather limited de- 
gree, if rigorously examined, to the economic principle that the 
motive is to realize given ends in the maximum degree possible with 
given means. The value of an action to the individual is only in part 
a function of the result achieved or to be achieved. To begin with, 
it is typical that the value is connected with the achievement of a 
result and yet not dependent on any value in the result itself Per- 
haps the simplest illustration is that a “good” game must be good for 


dividual as a datum and completely fails to recognize the point emphasized in 
our text above that any approval or disapproval of any social policy must rest 
on ethical value judgments of some sort (Also, as will be presently observed, 
human-social interests and values are at best only to a very limited extent cov- 
ered by the conception of economic efficiency, even in the broadest possible 
definition ) 

Second, he evades the mam issue in formally declining to discuss “the rela* 
tions of democratic authority and of experts to the general public” (p 181), 
which in our view is wholly, and not merely “largely,” as he says, “a political 
issue” and is virtually the whole issue m the problem of collectivism But 
previously (p 180) he has practically begged the question for collecdvism by 
stating that its experts would be “chosen and dismissable by those who hired 
them,” implying that this would be true in the sense significant for the in- 
dividuals whose lives would be regulated by these experts Moreover, his en- 
tire discussion relates explicitly to a “social-democratic Utopia,” which experi- 
ence and abstract reasoning both indicate is impossible— a practical contradic- 
tion in terms 
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the defeated party, whose efforts are frustrated and fail, as well as 
for the winner, while even for the winner the concrete result— the 
score made m whatever form— is of no significance when achieved. 
This is as clear m the case of solitaire as m a competitive game. 
(The positivist might well ponder the fact that no objective defini- 
tion can be give of “work” and “play,” fundamental as the concepts 
are in any discussion of economics or of conduct in general.) 

In addition, we all know that we generally do not know at all 
accurately what we want and in considerable measure act to find 
out. And our interests are to a considerable extent explorative m a 
more intrinsic sense, the motive of action is in part curiosity as to 
what the result will be and hence depends on partial ignorance of 
the result when the action is performed. It is undoubtedly a general 
principle that ends are more or less defined m the process of realiza- 
tion, and that the interest and value in an action center in this re- 
definition as well as in the achievement of any result given in antici- 
pation. 

The role of the value judgment in individual motivation consti- 
tutes a more serious limitation on the economic view of motivation. 
One commonly wants to do the “right” thing, without knowing 
what it is, in contrast with wanting to do any given thing. In this 
case the problem m action is to decide upon an end, upon what to 
want, as well as to achieve one’s desire. And “rightness” has a vari- 
ety of meanings, we want to be right m a mere conventional mean- 
ing and also in several “real” senses— aesthetically, intellectually, and 
morally. And the economic aspect of behavior itself has its own 
quality of rightness, beyond mere desire, it is within limits a “matter 
of principle”, “waste is sin ” 16 

We have indicated only a part of the plurality of categories neces- 
sary for the interpretation of economic behavior. The same concrete 
behavior phenomena form the subject matter of all the social sci- 
ences, including psychology, and may be considered by the physical 
and biological sciences as well. A serious analysis of “social phenom- 
ena,” oriented to the methodological controversies which have been 
nfe in recent years (and more or less since the development of the 
Historical School), would have to be based on a quite complicated 
pluralism. The main types of categories in terms of which any 

16. For a full discussion of this theme of the value judgment inherent in the 
notion of economy itself, cf the admirable essay by Alex L. Macfie, The Nature 
of Economy and Value (London Macmillan & Co , Ltd., 1937) 
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human act would have to be explained may be suggested by the fol- 
lowing summary classification. This could be greatly expanded, and 
all the categories apply to virtually every conscious human action 
It is particularly to be emphasized that even at the lowest factual 
level, truth and knowledge are inseparably related not only to inter- 
ests but to values Truth itself is a value. 

I. Positivistic. (Causal laws in the sense of phenomenal uniformity, m 
contrast with motivation as an efficient cause, i.e , excluding delibera- 
tion and problem-solving, if consciousness is recognized, it is treated 
as “epiphenomenal ”) 

1. Physical causality or behaviorism. To be applied as a matter of 
course, so far as it can be, so far as it can yield answers to our ques- 
tions Measurement and correlation (statistics) 

2. Historical causality. Linguistics is the type of a social science using 
the historical or institutional method, but it is also valid to a con- 
siderable extent for other departments of social behavior, including 
the “economic.” (There is usually little question of deliberately 
changing a mode of institutional behavior, as the case of language 
adequately illustrates; also “observation” of meanings is a special 
problem.) 

2a, Biological interpretation, involving such essentially teleological 
concepts as competitive struggle and adaptation— as applied to plant 
or unconscious life— is an intermediate or hybrid category. 

II. Motivated or deliberately problem-solving action. (Both “problem” 
and “solution” seem to be indefinable, doubtless the most important 
indefinables of our thinking.) 

1. Economic behavior. A subject uses given means to realize given 
ends, only the procedure being problematical (Taken in the strict 
sense, this applies only to “stationary conditions,” but all delibera- 
tive behavior is economic “in so far as,” and in the sense that, ends 
and means are given and the problem is that of procedure.) 

2. Action in which the motive is abstract or social, such as interest 
in action or power as such, achievement, curiosity, conformity (to 
fashion or to law), distinction, co-operation, competition (“vic- 
tory”), etc , but where no value judgment is mvolved 

3 Action in which the evaluation of the end is the main deliberative 
problem. This category includes intellectual, aesthetic, and ethical 
activity, or the pursuit of the proverbial trio, “the true, the beauti- 
ful, and the good.” 

The positivist who would seriously try to be consistent and 
thoroughgoing would have to stick strictly to the realm of physical 
causality (uniformity of sequence) and deny the relevance of any 
other categories of interpretation As we have seen, the validity of 
the notion of economy itself, or any interpretation of behavior m 
terms of motives, depends on the factor of error or uncertainty in 
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numerous forms. But all such considerations-all conception of any 
process as problem-solving in any sense— are excluded by the pre- 
conceptions of positivism, are rejected as unreal, transcendental, 
or mystical. 

It would hardly seem to call for argument that the methodology 
of economic theory should be worked out in relation to the func- 
tion performed by the science or discipline in the education of the 
individual— the reason, apart from intellectual curiosity or general 
culture, on account of which most students will be interested in it. 
The first fact for emphasis regarding the relation between economic 
theory and action or conduct is that the activities for which it 
should furnish guidance are those of the citizen and statesman, not 
those of the individual as a 'wntschctftender Mensch. Its practical 
problems are those of social policy. And the first requisite for “talk- 
ing sense’’ about social policy is to avoid the nearly universal error 
of regarding the problem as m any sense closely parallel in form to 
the scientific-technological problem of using means to realize ends 
The social problem, and the only problem which should properly 
be called social, is that of establishing a social consensus on matters 
of policy. 

This is in no sense a scientific-technical or manipulative problem, 
unless we consider “society” under the form of a dictatorship over 
which the dictator is proprietor as well as sovereign, and as an en- 
terprise which is to be managed solely in his interest. And even then 
the manipulative problem would be categorically different m form 
from that presented by the effort of human beings to exploit the 
objects and forces of nature The manipulation— or “control,” in the 
only proper sense of that word— of human beings (by other human 
beings) is almost entirely immoral and to be prevented, and when it 
is accomplished it is through such processes as coercion or persua- 
sion, or especially deception, none of which has any meaning in 
connection with the control of natural objects by men. (The higher 
animals, especially those domesticated, are in an intermediate posi- 
tion ) If society is in any sense democratic or free, its problems are 
problems of group decision and group self-determination, in connec- 
tion with which control is a misleading term 

The social action which the study of economics has as its func- 
tion to guide, or at least to illuminate, is essentially that of making 
“rules of the game,” in the shape of law, for economic relationships 
The concrete form of such rules will be overwhelmingly that of 
taxes, or of prohibitions of particular lines of activity, subject to 
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penalties. Consequently, the problem of prediction which is set for 
economics as a science may be said to be that of the individual re- 
action, as consumer or producer, to price data or, more specifically, 
to price changes. The problem of the role of general economic 
theory m such prediction is, then, to show what can be inferred 
from the general principles or axioms of diminishing utility and 
diminishing (technical) returns, both of which may be viewed as 
particular cases of the more inclusive principle of substitution. 

The limitations of the possibility of prediction need all possible 
emphasis if the theory is not to be misused, and they are quite dras- 
tic. In the first place, it is evident that only the direction of the re- 
sponse, i.e., whether a given activity will be increased or decreased, 
can possibly be inferred from theory alone. The amount of response 
to a change of given magnitude (except reduction from the actual 
volume to zero) can in the nature of the case be known only from 
empirical-historical data stating the facts of past reactions to various 
price situations, or, conceivably, from answers by individuals to hy- 
pothetical questions. 

And there are two other important reservations to be emphasized 
—in addition to the principle of ceteris panbus , which should hardly 
need to be mentioned (It should hardly be necessary to remind any 
educated person that the effect of any one cause must be considered 
apart from the possible effects of other causes which may be operat- 
ing at the same time ) The first of the two important reservations 
is that the individual’s satisfaction function or indifference-map must 
be assumed to remain the same during and after the change. (This 
obviously might be included under ceteris paribus ) The second 
reservation is that a person rarely acts exclusively on the basis of a 
satisfaction function. This means two things* (a) that the motiva- 
tion is not purely economic and ( b ) that the choice is not free from 
error. Both are excluded from the notion of behaving “rationally” 
in the economic sense 

The assumption of a stable satisfaction function is of course highly 
unreliable, but it has predictive value, in the absence of any dis- 
coverable reason for believing that it has changed The point is im- 
portant particularly because of the difference between predicting 
human behavior and predicting the behavior of physical objects 
under changed conditions, in that the latter neither behave irration- 
ally or sentimentally, nor make mistakes, nor “change their minds” 
(and more or less correspondingly their reaction patterns), as hu- 
man beings are notoriously liable to do. This trait of human beings, 
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m contrast with physical things, whose responses reflect an inner 
nature which is either invariant or changes only for objectively dis- 
coverable reasons, is admittedly embarrassing to the economist as a 
scientist, but there does not seem to be anything that he can do 
about it. It is particularly to be noted that change of mind upsets 
any positivistic prediction on the basis of observation of previous 
behavior to the same extent as it does predictions based on inference 
from the abstract economic laws . 17 

Economic positivists and empiricists have apparently given little 
thought to the manner m which we actually predict human be- 
havior in everyday experience. The “law of large numbers” is ap- 
plicable where large numbers of human beings behave individually 
in fairly standardized situations— the case of “insurable” contingen- 
cies or risks In the prediction of individual behavior— one’s own or 
that of an acquaintance or of a stranger— concrete records of past 
performance play a relatively small role in comparison with more 
subtle bases of insight into character and personality. If one wanted 
to predict the answer which an individual would get to an assigned 
simple problem in arithmetic, the first and principal basis would be 
to work the problem and see what is the “right” answer, and the 
next step would presumably be to inquire into his “competence.” 
But arithmetic, be it noted, is the science of “right” answers, not a 
statistical study of those which men acually get. Where large num- 
bers of human beings act as groups, and not individually, the basis 
of prediction is “social psychology,” which even more than that of 
individuals is a matter of insight and interpretation, m contrast with 
statistical extrapolation. 

In short* The formal principles of economic theory can never 
carry anyone very far toward the prediction or technical control 
of the corresponding economic behavior. But such a result, by any 
method, is both utterly abhorrent to all humane thinking and self- 

17. A more fundamental weakness of inductive prediction in economics is 
that empirical (1 e,, statistical) data never present anything like an exhaustive 
analysis of phenomenal sequences down to really elementary components, and 
the correlation of and extrapolation from composite magnitudes or series never 
can be very reliable The real unit would be an invariant and measurable hu- 
man trait, either an interest or a response independent of interests, a reflex 
Mention of the effort and high-grade intellectual energy which has been ex- 
pended in attempting to predict the course of various statistical economic 
series— and specifically the prices on the organized stock and produce ex- 
changes— should be a sufficient reminder of the difficulties and limitations in- 
herent m such projects, analytical studies of “forecasting” make it doubtful 
whether the results (so far) are much better than random guesses 
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contradictory. The intelligent application of these principles is a 
first step, and chiefly significant negatively rather than positively, 
for showing what is “wrong” rather than what is “right” in an ex- 
isting situation and m any proposed line of action Concrete and 
positive answers to questions in the field of economic science or 
policy depend in the first place on judgments of value and pro- 
cedure, based on a broad, general education m the cultural sense, 
and on “insight” into human nature and social values, rather 
than on the findings of any possible positive science. From this 
point of view the need is for an interpretative study ( verstehende 
Wissenschaft) which, however, would need to go far beyond any 
possible boundaries of economics and should include the humanities 
as well as the entire field of the social disciplines. However, a sound 
investigation of problems recognized as economic, and of proposed 
lines of social action, would yield results surprising to the critics, as 
to the proportion of such questions which could practically be 
settled on the basis of a reasonable interpretation and application of 
sound economic theory 

All this negatively critical discussion of Hutchison’s “position” 
does not imply that a student may not derive much useful education, 
in economics and in wider fields, from the study of his book It is a 
very “learned” work, citing and quoting extensively, and hence is 
valuable as an introduction to the literature of its field Its fallacies 
are rather those of omission— what it excludes rather than what it 
contains. But the exclusion is itself positive, not to say dogmatic, 
and in the reviewer’s opinion its study ought to be accompanied by 
adequate warning of its limitations. It is perhaps the chief merit of 
the work that, as we have pointed out, the author ends up by vir- 
tually abandoning the “criteria” on which at first he lays so much 
emphasis. 

From the very nature of conduct as problem-solving, and from 
the character of human problems, even at the level of relative sim- 
plicity considered in economic theory— and because no problem is 
purely economic except by abstraction from other and more impor- 
tant features of concrete human interests— it follows that “criteria” 
apply only superficially to statements about conduct. The limited 
part or aspect of human problems which can be treated in the form 
of positive science is the subject matter of the positive natural sci- 
ences, long since separated out and recognized as such— by abstrac- 
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rion from the complexity and waywardness of reality as a whole . 18 
These sciences, indeed, include all the natural sciences of man and, 
specifically, all the branches of “sociology,” in so far as their votaries 
have succeeded m developing these as positive sciences. In the na- 
ture of the case again, the limits to the development of positive sci- 
ences of human behavior are to be determined by “trying,” and not 
by “theorizing” But there cannot possibly be any boundary with 
any degree of definiteness between the spheres of “determinateness” 
and of “freedom.” 

18 An ultimate limit to scientific explanation is of course set by the fact 
that the explanation of mental process is itself a mental process, so that any 
exhaustive explanation would have to explain both itself and the explainer. This 
not only starts a regress to infinity but contradicts the nature of thinking as 
an activity 
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VIII 


Statics and Dynamics: Some Queries regarding the 
Mechanical Analogy in Economics 1 


The frequency and familiarity with which the terms “static” and 
“dynamic” are used in economic literature contrast somewhat strange- 
ly with the paucity of discussion on their meaning; and the compara- 
tive abundance of argumentation regarding the necessity for such 
a distinction throws into even stronger light the lack of effort at 
clear definition. Marshall’s usage is typical, he constantly uses the 
terms “static” and “dynamic,” and kindred expressions like “ceteris 
paribus ” and “unchanging general conditions of economic life,” and 
repeatedly insists on the importance of clearness in regard to them, 
but he nowhere offers a complete list of the static data, or “other 
things,” or attempts a clear statement of the principles at issue. 
There are exceptions to this procedure of course; notably the work 
of J. B Clark, Schumpeter, and the mathematical school of Walras 
and his successors. It is not the intention in this paper to go through 
the literature, or selected specimens of it, and give a detailed criti- 
cism. Neither is there any serious pretense of supplying in a posi- 
tive, constructive way all that seems to be wanting. The aim is 
merely to raise certain questions, without attempting to give them 
final answers. 

The terms “statics” and “dynamics” are of course borrowed from 
theoretical mechanics Most of the writers who have used them were 
no doubt aware that the analogy of economic theory to mechanics 
is subject to limitations like all analogies. Schumpeter, indeed, ex- 
plicitly remarks ( Wirtschccfthche Entzvicklung, p. 75) that there is 
no connection with mechanics, which we suggest Is as far from the 
truth as an assumption of complete parallelism. There is a real and 
important relation, or the words would not have been taken over, 
and the constant use of the concepts of friction and inertia is addi- 
tional proof that the analogy of mechanics exerts a large influence 
on the thinking of economists* It is from this standpoint that we ap- 

1. First published m German translation by the Zeitschrift fur National - 
okonomie , Vol II, No. 1 (August, 1930), this essay also appeared in The Ethics 
of Competition (New York Harper & Bros , 1935) and is reprinted here by per- 
mission. 
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proach the subject, the mechanical analogy seems to deserve a 
searching examination and an effort to clarify some of the questions 
involved in its use 

The root idea in economic statics is clearly the notion of equilib- 
rium and hence of forces m equilibrium. At the outset we are con- 
fronted with the fact that critically minded physicists have always 
felt the notion of force objectionable From Newton down they 
have regarded it as metaphysical and unreal and have struggled to 
eliminate it from their conceptual systems. It seems to be unques- 
tionable that for reflective common sense (if these more or less con- 
tradictory terms may be used together) there is a repugnance for 
action-at-a-distance and a strong urge to find explanations m the 
strictly mechanical terms of impact. Manifestly this question can- 
not be followed up here. We merely note that the “mechanical” 
theories of gravitation and other forces have never taken root m 
physics and that the role played by potential energy seems to make 
the elimination of metaphysical forces out of the question. The sig- 
nificance for thought of the new approach to the whole problem 
through relativity theory is not clear, even if the new theories re- 
ceive such verification as is possible, and the analogy which is sig- 
nificant for economics is certainly that of the older Newtonian 
mechanics, indeed engineers will undoubtedly continue to use the 
old concepts, whatever may happen in a certain narrow realm of 
theoretical physics. Our point here is that in using the mechanical 
analogy the notion of force is involved and that it is a most trouble- 
some one in its original context. 

As compared with mechanics, the notion of force will be much 
more or much less troublesome in economics according to whether 
any particular thinker leans toward one or another type of psychol- 
ogy, which is to say one or another world view The student with a 
materialistic and hence a behavioristic bias who cares about consist- 
ency had perhaps better give up at once such notions as force, tend- 
ency, and equilibrium, and restrict the matter of his discourse to 
statistical trends, correlations, etc., m the field of physically measur- 
able magnitudes That is, he will practically cease to talk of human 
beings and their wants, sacrifices and satisfactions, and deal exclu- 
sively with commodities and prices* This indeed is what a good 
number are doing at the moment— with whatever it may be of clear- 
ness as to the logical basis of the urge at the back of the movement 
If terms like “equilibrium” and “tendency” are used in such a system 
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it must be in the sense of statistical modes and mathematical limits, 
which is not the meaning they have in general usage. For the non- 
materialist, whether idealist, dualist, pluralist, or what not, so long as 
he considers it possible and important to speak intelligibly about 
mental life, the idea of force in human behavior is clearer and more 
real than in nature. For the human analogue of force is motive, and 
men do assume (when not trying to prove a contrary theory) that 
they have some knowledge of motives, from personal experience 
and intercommunication with their fellows, and this contrasts with 
the inaccessibility of any such knowledge regarding forces in inani- 
mate nature. 

In mechanics, change or process means motion, and analogically 
we speak of social processes as movements The simplest case of 
mechanical equilibrium is that of the mutual cancellation of two or 
more forces ( velocities^ 3 ) giving complete rest. The economic ana- 
logue is the equilibrium of a market m which no economic process 
(exchange) is induced. As soon as we consider the process by which 
such an equilibrium is established, we enter the field of dynamics, 
and the basic problems involved in the use of the analogy of me- 
chanics are forced upon the attention. 

In an experimental setup to illustrate mechamcal equilibrium, 
the forces unavoidably act through things having mass— weights or 
springs— and hence act upon these masses as well as upon each other 
If friction could be eliminated from such a system, it would never 
actually come from any other position to a stationary equilibrium 
but would perpetually oscillate or move around some circmt which 
could be represented by an equation With friction present, m addi- 
tion to inertia, as it always is m an actual case, important distinc- 
tions have to be made, as there are different lands of friction. With 
friction of the sort presented by solid bodies in contact, the system, 
released from any point other than that of theoretical equilibrium, 
may remain at rest, or if it moves it will come to rest. But the point 
of rest and nature of the movement toward that point will vary 
widely with the character of the faction (relation between standing 
and moving friction) and its magnitude relative to the inertia of the 
system and the degree of disequilibrium of the starting point. Details 
are irrelevant here, but damped oscillation is one significant possibili- 
ty. The actual point of rest might be the theoretical equilibrium 
point, but that result is highly improbable. 

Another type of friction is that represented by the resistance of 
a fluid to motion of a solid through it, which depends on its density 
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and viscosity. If our experiment is performed with the whole appa- 
ratus suspended in water or mercury or molasses, the point of rest 
will be that of theoretical equilibrium, with or without oscillations, 
even though its motion may be indefinitely slowed down. A case 
more or less intermediate between solid and liquid is presented by 
sand or shot. 

These cases suggest questions which it seems the economist might 
profitably examine. It is crude at best to attribute any contmumg 
divergence of conditions from those of theoretical equilibrium to 
“friction” as economists generally do, since the theory of a fric- 
tionless system calls not for equilibrium but for perpetual oscilla- 
tion. This, however, assumes the presence of inertia and raises the 
question of the relation between friction and inertia, or their pos- 
sible analogues, in economics. It seems that the analogy m the mind 
of economists in discussing the tendency toward equilibrium is that 
of movement against a viscous friction, with inertia absent or negli- 
gible. The presence of a significant amount of inertia would mean a 
tendency toward oscillation, and a careful study m the light of this 
analogy of the tendency toward cyclical swings so common m eco- 
nomic phenomena might be both theoretically lllummatmg and 
practically significant. If the economic behavior of an individual has 
the nature of response to any condition which m turn responds to 
the behavior but only (for whatever reason) after a certain interval 
or lag, the first response will naturally go too far and set up oscilla- 
tions. In the second place, the difference between viscosity friction 
and that between solid surfaces might well prove suggestive also. 

Philosophically, the possibilities of inquiry along the line of a 
serious workmg-out and carrying-over of the mechanical analogy, 
and determination of its applicability and limitations, seem to the 
writer most alluring. Large results would of course depend on 
genius m the investigator or slow development through discussion. 
We should remember that it required roughly two and a half cen- 
turies (Galileo to Meyer, Joule and Rankine) for physicists to work 
out a clear definition of their fundamental concept of energy. In the 
background, of course, is the ultimate problem of psychology, es- 
pecially the role of conscious deliberation and effort in comparison 
with automatic response. Traditional economic thought has occu- 
pied a sort of middle ground in this regard; it accepts deliberation 
regarding means as real but treats ends as given in the situation and 
argues that deliberation regarding ends (which common sense ac- 
cepts without question) is “really” deliberation regarding means. 

[ 182 ] 



Statics and Dynamics 

An objectively scientific view, of course, takes the further step and 
argues that all deliberation is “really unreal,” at least as to making 
any difference in the process or result, m this view, conscious states 
are, at most, “events” m a certain time-space configuration, along 
with physical changes, but without any more dynamic quality. The 
question seems to boil down to the nature of error, and its correlate, 
effort. The scientific urge is against this notion, craving automatic 
exceptionless uniformity, i.e, an ultimately unchanging as well as 
passive nature of things . 2 

In the basic “economic law” of uniform price in a market, the 
assumption is perfect knowledge of conditions on the part of all 
economic subjects. It is surely conceivable that study might show 
to what degree the “resistance”— ignorance, prejudice, etc.— which 
prevents the facts from conforming to such obvious tendencies is 
really analogous to inertia or friction of the different types. The uni- 
versal and unavoidable use of the terms “friction” and “inertia” in de- 
scribing human responses shows that they have scientific and not 
merely analogical significance. The concepts, however, need to be 
sharply differentiated, as the law in the two cases is different, a 
force acting against (viscous) friction produces motion at a speed 
proportional to the force; acting against inertia it produces motion 
accelerating at a rate proportional to the force. 

Whatever we conceive to be the “force” back of human behavior, 
whether conscious interests or “real advantage” (conceived bio- 
logically, hedomstically, aesthetically, or ethically) or merely the 
physical situation of the organism, the project of a proper mechan- 
ics of the process forces upon us a number of interesting questions. 
Mechamcs runs in terms of three ultimate dimensions, time, space, 
and mass (which is supposed to have a more empirical standing than 
force), and to these must be added m application to reality the differ- 
ent types of friction as already noted. Only the time dimension 
seems to carry over directly and be available for use m such a field 
as economics. Yet it appears that we cannot reduce the economic 
process to quantitative terms unless we can give workable meaning 
to space and to mass and to space not merely in the aspect of meas- 
urable distance but in that of direction as well. We do constantly 
speak of direction m economic changes and even of degrees of op- 

2. The working postulates of orthodox economics are those of British utili- 
tarianism, given classical expression by Hume, it is assumed that men may be 
mistaken as to means but not as to ends. The question may be raised whether 
the notion of physical force does not like that or motive involve contingency, a 
kind of error which would explam its repugnance to the scientific intellect 
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position or parallelism, when the notion is made precise it is that of 
“angle” between changes. Perhaps it will sometime be possible to 
use the notion of a “field” of social force and process m a definite 
sense which might be represented by co-ordinates. Perhaps the no- 
tions of momentum and energy and their respective laws of con- 
servation, so vital to physical thinking, have real analogues in the 
competition of the market. In mechanics, action and reaction are 
equal, a force produces equal momentum (though not equal energy) 
m opposite directions. In mechanics, friction converts a measurable 
quantity of mechanical energy into an “equal” quantity of heat, 
though momentum is conserved. If such relations cannot be inter- 
preted, it would seem advisable to find some way of avoiding the 
mechanical analogy and developing a less misleading terminology. 

It will be observed that most of the discussion so far has really 
dealt with dynamics; not the abstract conditions of equilibrium (an 
equalization of forces acting m all “directions”) but the nature of 
changes (movement) toward equilibrium has been considered. 
This procedure should serve to emphasize a fundamental contrast 
between the use of terms m economics and m mechanics. The dis- 
cussion should have made it clear that no science of economic dy- 
namics exists, as it could not exist prior to a definition of elementary 
magnitudes and umts such as just suggested, and this is so far from 
accomplishment that the suggestion of its possibility probably strikes 
the reader as strained or fanciful. At best it may be said that the 
statistical economics now being prosecuted with so much zeal in 
various quarters might yield data for some of these definitions, 
though the inquiries are not consciously oriented toward any such 
general scientific aim. In actual usage economic dynamics, or dy- 
namic economics, has become merely a critical and negative term 
to refer to the limitations of “static” analysis or more exactly to any 
particular author’s objections to any other author’s use of the equilib- 
rium concept. Its least vague usage is that of a sort of catch-all for 
stressmg changes in given conditions m contrast with adjustments 
to given conditions. In practice it suggests an insistence that there 
are no given conditions, which view if consistently maintained 
would mean that there are no predictable reactions and that science 
is impossible. This issue cannot be discussed here; the only answer 
in any case would be to point to the “history and prospects” of eco- 
nomics. Our concern is with definitions of concepts, and our present 
point is that there is no economic dynamics in the meaning the 
term should have if it is to be used at all. Economic literature in- 


[ 184 ] 



Statics and Dynamics 

eludes no treatment of the relations between measured force, re- 
sistance, and movement. What it calls dynamics should be called 
evolutionary or historical economics. Mechanics, conversely, has no 
place for evolutionary categories; it assumes constancy in its ulti- 
mates, believing (until recently) that mass and energy are “really” 
neither created nor destroyed. In any case the general properties of 
materials are unchanged in mechanical transformations. 

Our next task is to call attention to a certain relativity m the notions 
“static” and “dynamic” and to attempt to define with some care the 
important stages or terms m a series of economic processes m which 
relatively more stable conditions, i.e., conditions undergoing slower 
processes of change, serve for theoretical analysis as a framework or 
setting of given conditions with reference to shorter-period adjust- 
ments. These shorter-period adjustments, then, have the character of 
“tending” to establish equilibrium with reference to their respective 
given conditions at any given time, though with a certain lag due to 
the fact that the latter are also m fact continuously changing Due 
primarily to the influence of uncertainty or ignorance of the future, 
which is associated with changes in the conditions in which eco- 
nomic subjects act, many other disturbances and maladjustments en- 
sue in addition to the time lag With regard to the final stage m the 
series, we shall have to inquire more particularly as to whether the 
longest-run processes which the economist has to consider have the 
equilibrating character, and hence whether the problem of economic 
evolution or progress can be given the form of a problem in dynam- 
ics. In the interest of clearness as to the nature of the relations and 
adjustments involved, we first call to mind some of the uses of the 
notion of equilibrium in connection with natural phenomena. 

At first sight the idea of static conditions may seem to be merely 
that of ceteris paribus , but a little reflection will show that fre- 
quently much more is involved. It is true that the study of the 
causal relation, or correlation, between any two magnitudes which 
are involved in an interrelated system requires that the other be 
held constant. In the more precise language of mathematics, causal- 
ity is a functional relation involving a large number of variables, and 
the relation connecting any two, when separable at all, is a partial 
derivative which is a function of all the others and at best can only 
be stated independently by giving each of the others some fixed 
value. In a general case, the relation of dependence may be mutual 
for all the variables in a function. But in real examples, the relation 
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is not typically mutual, and elements which are to be treated as var- 
iable and those which are to be treated as fixed cannot be chosen ar- 
bitrarily. Equilibrium in nature is generally a phenomenon of adap- 
tation in a real sense; factors in one group adapt to those m another 
group (as well as to each other); as between the groups, the adjust- 
ment is predominantly or wholly m one direction, rather typically, 
particularly in economics, the framework factors themselves are in 
motion independently, as already suggested, dragging the adapting 
group behind them instead of moving to meet the latter. 3 

The most common example borrowed from nature to illustrate 
static equilibrium in economics is that of water tending toward its 
level Here there is no room for question as to the separation be- 
tween the process and its setting, between the factors changing and 
the factors m relation to which they change. The “given conditions” 
are (1) the quantity and fluid properties of the water and (2) the 
shape and size of the drainage basin or system of interconnected 
containers in which it is free to move under the influence of (3) the 
force of gravity What is variable is the position of the water or the 
various portions which make up its fluid mass. (The illustration is 
also of relevance in connection with the questions raised in the first 
part of this paper, the analogical meaning of gravity and inertia and 
the various sorts of friction and of the actual character of the process 
which might take place under slightly different conditions.) 

What interests us here is merely the character of an equilibrating 
change. There is a fixed or presumptively fixed set of conditioning 
factors and a process which moves toward a state of rest by estab- 
lishing equilibrium with relation to the given conditions. The preva- 
lence of this general type of situation in the world is striking. The 
wind, for another example, results from a disequilibrium in the at- 
mosphere, a difference in pressure corresponding to the difference 
in water level, and its blowing operates to equate the pressure and 
bring the process to a stop. Electric current is a similar flow from 

3. All the possible types are met with in economics. The relation between 
price and cost illustrates an adjustment which is mutual as to direction of move- 
ment but with such a difference m speed and range that it is generally justifiable 
to say that cost of production “determines” price and not inversely Changes m 
the cost of any one commodity reflect the relative movement of all competing 
industries using the same resources m production and hence are likely to be 
small in comparison to the change in price in the process by which the two are 
brought to equality. It seems inevitable and correct to speak of the relatively 
fixed magnitude as cause, as we say the level of the water in the ocean controls 
that in the bay, or that the earth attracts the falling apple, or that we tie the 
boat to the bank, even though the relation is mutual. 
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high to low “potential.” All the movements and processes of ordi- 
nary observation seem to represent a flow of energy “down hill” and 
toward a level at which it would be at rest. Most of them are finally 
derived from the redistribution of the solar heat energy, which itself 
gives every indication of having the same character. Its flow per- 
petually maintains the disequilibna which cause the flow of water 
and air and hence the phenomena of life. The fundamental cosmic 
mystery is the origin and destination of a umverse which science 
pictures as an irreversible reaction. (If the analogy of a frictionless 
system holds, the solar eneigy must complete a ciicuit sometime, m 
some way, but that is not our problem here.) 

In economics we are chiefly concerned with equilibrium not as a 
state of rest but as a process in equilibrium, with a slower process 
forming the “given condition” within which a more rapid one takes 
place and tends toward a moving equilibrium. Thus the flow of solar 
energy and the form, position, and movement of the earth condition 
the complete circular process of evaporation of water from the 
ocean and its return flow thither through the streams. This circular 
process is in equilibrium when the amount of water reaching the sea 
is the same as the amount leaving it by evaporation and when, at 
every point m the complex circuit, the quantities arriving and leav- 
ing are equal, the flow neither expanding nor contracting It is obvi- 
ous that after any change m the solar radiation or any of the numer- 
ous other given conditions, all of which do m fact undergo changes, 
a considerable interval must elapse before equilibrium will be estab- 
lished. It follows that the system never really is in equilibrium 
(“moving equilibrium”) at any point, but its tendency toward such 
a state is the mam feature to be made clear m a scientific description 
of it. (The role of friction and inertia in producing a lag in the ad- 
justment of processes toward a moving equilibrium with their given 
conditions is considerably different from the case of tendency to- 
ward stationary equilibrium, but the differences need not be elabo- 
rated here.) 

In economics, as previously remarked, this general type of relation 
is exemplified in a senes of stages. The notion of a series of “cases” 
in price theory, extending from short run to ultimate long run is es- 
pecially familiar in the great work of Marshall, who recognizes four 
main “cases” in his price theory . 4 Some modifications of his results 
appear necessary in the light of a systematic survey of the material 
from the special viewpoint of the principle here under discussion, 

4 Principles of Economics , Book V, chap v, esp sec 8 
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detailed contrast between our cases and Marshall’s is not called for, 
but a few significant divergences will be noted m passing. There 
seems to be a hiatus in his series at the very beginning, at the short- 
run end. His scheme does not take sufficient account of the fact that, 
m the actual fixation of the prices of commodities which have a 
highly organized market and a definite price at a moment, the market 
is made and the price at any moment fixed, not by owners of supply 
and prospective consumers (as is assumed also in the mathematical 
systems), but by a class of piofessional traders who come m between 
these primary groups This fact makes it needful to introduce an 
additional stage m price theory, with its own given conditions and 
position of equilibrium. 

In the wheat pit of a gram exchange, for example, the given price- 
determining conditions at any moment are the opinions, dispositions, 
and financial power of the various traders. Actual demand by con- 
sumers and actual supply alike are outside of the market and oper- 
ate only indirectly, through the opinions of traders as to what these 
facts are and are likely to be in the future as far ahead as they at- 
tempt to predict. The variables in the situation are the price and the 
distribution among the traders of claims against each other to de- 
liver or accept the commodity. The total volume of such claims, or 
the amount m the hands of any individual, bears no determinate re- 
lation to an actual quantity of wheat or to any physical or human 
reality. The condition of equilibrium is simply that the price and 
distribution of claims be such as to make the total effective buying 
disposition equal to the total effective selling disposition, measured 
in bushels, relative to traders’ attitudes as they are at the moment. 

Over a longer period, roughly bounded by harvest time m the 
main wheat belt m the case of this commodity, the opinions of trad- 
ers are no longer data in the price situation but themselves perpetu- 
ally tend to “equilibrate,” m relation to the facts of physical supply 
and consumers’ demand, and to carry price with them. These facts 
therefore become the data for a different equilibrium or “normal,” 
the price for the season as a whole These data are properly separa- 
ble, as those of the former case were not, into conditions of “supply” 
and of “demand.” Producers or actual owners of wheat and its con- 
sumers are distinct if somewhat overlapping groups, and possession 
of wheat and need for it are distinct facts, which is not true of buy- 
ers and sellers in the speculative market or of the motives which de- 
termine their role one way or the other. Demand now includes the 
purchasing dispositions and purchasing power of all users of wheat, 
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including present owners, measured for the season or unexpired part 
of it, while supply is the amount of wheat in the market as a whole, 
practically the wheat-consuming world. (Allowance for carry-over 
and for overlapping of seasons m different regions may for brevity 
be ignored ) For other things than agricultural crops, the “season” 
is indefinite, but there is a period within which relative unrespon- 
siveness of supply to price changes is an important given condition 
in price fixation. The variables for this second case, of limited period 
with fixed supply, are the price and the distribution of the supply 
over the season and among the purchasers. The condition of equi- 
librium is that the price be such as to distribute the supply over the 
season and among consumers in accordance with the principle of 
equalization of marginal utility ratios with price ratios over the en- 
tire field. 

Over a still longer period— m general a period of a few years— 
supply cannot be treated as a datum but is one of the chief variables 
in the situation, and the same is only less true of the incomes of pur- 
chasers. This brings us to the thorny question of what is more or less 
properly called the static economy, the problem of defining the con- 
ditions under which economic life will have continuity but not 
growth, production and consumption running along in a uniform 
volume and without change in general character As remarked at the 
outset, the essential feature of such an economy, to make it most 
useful as a tool of analysis, has received surprisingly little intensive 
consideration The task presents serious difficulties; in fact it is im- 
possible to give a rigorously accurate definition for either unchang- 
ing volume or unchanging character of economic life without de- 
parting so far from reality as to make the significance of the treat- 
ment dubious 5 Yet the notion may be both real enough and definite 
enough to be useful, even though a certain element of arbitrariness 
m definition must be accepted We can only give our own formula- 

5 Rigor would demand a community of immortal individuals who never 
learn or forget and never change their minds or tastes, absolutely standardized 
commodities and implements and processes of production, and resources which 
can neither be increased nor used up nor misapplied In the mathematical treat- 
ment, one would expect such rigor In fact these authors assume rather a sort of 
statistical uniformity which sacrifices realism without achieving the definiteness 
needed m deductive theory Moreover, their systems of equations strive rather 
ineffectually to get beyond a general a priori instability for any position of the 
system other than that of perfect equilibrium. They are not seriously to be 
compared with the equations of mechanics which show the magnitude and di- 
rection at any point of stresses associated with disequilibrium and of their 
resultant. 
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tion with a brevity which must seem dogmatic but may serve for 
illustration. 

The main given conditions of statically continuous economic life 
fall naturally, first, into the categories of (1) wants and (2) means 
of satisfaction, the latter meaning the ultimate resources of produc- 
tion. 6 Under productive resources, again, it is inevitable to separate 
(2A) actual “things,” human beings and other physical agencies, 
from (2B) the general level of “culture” m its aspect of economic 
productive power. This latter in turn includes technology (2Ba) in 
the narrow, external sense of physical and chemical processes and 
the like and also (2Bb) m the human sense of the technique of bus- 
iness organization. This subclassification involves much overlapping, 
especially since technical development logically inheres in human be- 
ings, their traits and capacities, but such an enumeration seems nec- 
essary for clearness. 

In addition to these main groups of data, certain further condi- 
tions have to be constant. Not merely the total supply of productive 
resources but also (3) the distribution of their ownership, including 

6. This “Austrian” view that the quantities of the productive services are fixed 
under any given conditions cannot be defended at length here It is not rig- 
orously true to fact but is as nearly exact as any other general assumption m 
economic theory. The amount of any productive service forthcoming is theo- 
retically affected by a psychological factor, relative irksomeness, odium, etc , 
must be taken into account when any productive resource is transferred from 
one use to another But in the writer’s opinion the classical economists seriously 
confused the “cost” to a nation or individual of its income as a whole, which is 
properly pain or sacrifice, with the “cost” of any particular unit of commodity 
which determines its price. The “pain” of labor and abstinence as a general fact 
has virtually nothing to do with price determining cost In theory relative pain 
is an element in price, since it is an element in cost, but m fact labor is notorious- 
ly paid rather in inverse than direct ratio to pain, showing that the role of pam 
is insignificant. The supply of labor in any use is, like that of other factors, a 
matter of the relative attraction of competing uses and to a quite negligible de- 
gree a matter of the general supply price of the factor 

A more serious objection to the view taken herein relates to the unrealistic 
character of any classification of the productive factors Manifestly the classes 
are not only indefinitely numerous, if one thinks of effectively homogeneous 
types whose units are really interchangeable, but shift their boundaries with the 
lapse of time In the ultimate long run any human being or thing with productive 
qualities, practically without limit, has to be replaced or renewed and can be 
replaced with something else (a thmg of other qualities) embodying the same 
“quantity” of abstract “investment ” on the one hand, and “productive capacity,” 
on the other. In a broad sense they are practically all capital. An examination 
which cannot be given in detail here would show that these facts do not essen- 
tially affect the argument The productive factors are merely allowed whatever 
freedom of transformation they actually possess along with movement from one 
field of use to another. Any classification implied relates to the situation after 
equilibrium is reached. 
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both external goods and personal capacities, must be unchanging. (4) 
Monetary conditions must be specified m some form (which is hard 
to do very realistically, since a constant price level cannot be defined 
and under frictionless conditions any system “tends” toward indef- 
inite inflation). (5) Finally, it must be remembered that in several 
regards an exchange system is incapable of standing alone, many eco- 
nomic functions have to be carried on or controlled by society as a 
unit, that is, by the government Hence public policy in its various 
phases (which need not be enumerated— the whole political, legal, and 
moral system i? involved) must be included among the constants of 
the economic system. In particular, the state must be assumed to ex- 
clude or set fixed limits to the creation of monopolies or the use of 
monopoly power. 7 

So much for the given conditions of the static economy. The var- 
iables m the process of establishing equilibrium are three (1) The 
prices of final goods and services, (2) the prices of productive serv- 
ices (including a quasi-rent on intermediate goods somewhat in ex- 
cess of maintenance and replacement charges passed on to other re- 
sources), (3) the allocation of productive resources among industries 
and among enterprises within each industry. (The “distribution” of 
final products among those who supply productive services is taken 
care of by the prices of the services and ownership.) 

The conditions of equilibrium are all included under two parallel 
statements of marginal equalization— aside from the fact that all in- 

7. Constancy m many respects would be secured for the static economy con- 
cept by assuming habit fixation on the part of the people But this is hardly con- 
sistent with economic behavior 

One of the most interesting controversial points regarding the static economy 
can only be mentioned here That is Schumpeter’s view that all capital goods 
would be completely analyzed into land and labor and would as capital goods 
receive no income (interest or quasi-rent) It seems to the writer that under any 
realistic conditions as to wants and conditions of supply, goods requiring a 
longer time to produce must have greater value for the same expenditure of ulti- 
mate resource-services other than time. The supply of “time” in production is 
limited by the supply of consumable goods in general, and it must command a 
price unless all goods are free and the conditions of economic life consequently 
non-existent. Cf Bohm-Bawerk’s criticism of Schumpeter, Zeitschnft fur V olks- 
wirtschaft , Socialpolrtik und Ver r waltimg , Vol XXII, also article by E von Beck- 
erath, Schmollers Jahrb , VoL LIII We agree with Schumpeter (and others— 
Pantaleoni and Wieser) that apart from the influence of interest itself there b 
no general preference of present to future satisfactions and no occasion for as- 
suming such in the static economy To make the conception realistic we must 
imagine a natural stationary equilibrium of the capital supply, such as the sta- 
tionary state contemplated by J S Mill, the interest rate being sufficient to pre- 
vent the consumption of capital already saved without bringing about further 
saving 
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come is expended in consumption, which is included in the definition 
of the static economy. These statements are- (1) prices of final 
goods and services are set at such levels that consumers in behaving 
economically (1 e., expending their incomes m such a way as to se- 
cure equal increments of utility from equal expenditures) exactly 
exhaust the supplies of all goods produced, (2) the prices of pro- 
ductive services are set at such levels that producers (entrepreneurs) 
m behaving economically (expending their respective productive 
outlays, i.e., costs, in such a way as to secure equal product incre- 
ments of equal market value for equal outlays) exactly exhaust the 
supplies of all productive services (the supplies forthcoming at the 
prices offered, if one does not assume the supplies fixed). 

Inspection will show that these two statements involve several 
other conditions It is mere repetition to observe that production 
costs in money are equal to prices of goods, and productive re- 
sources receive (through ‘‘imputation”) product increments equal (in 
price) to the productive increments they contribute at the margin 
The phenomenon of “rent” in the ordinary meaning is taken care of, 
since it makes no difference in principle in the workings of the com- 
petitive process whether any type of productive service is used in 
making many products or in making only one— though it makes a 
difference no less than inversion in the causal relation between the 
payment for the service, as a cost item, and the price of the product. 
(If a productive resource is used in industries generally, its remu- 
neration is a cause with reference to the price of any one product, if 
it is used in only one product, its remuneration is an effect of the 
price of that product ) Competition between entrepreneurs in the 
same industry (making a given product) fixes the price paid for the 
service at the value of its productive contribution just as effectively 
and in the same way as if the competition is spread over any number 
of industries. The only case not explicitly provided for is that in 
which the entire supply of a productive agency is a monopoly in the 
hands of a single entrepreneur, where in fact the distributive share 
would be a residuum merely. Other monopolies, of particular mar- 
kets, of products and of productive processes as such, comers, etc , 
we exclude here for brevity 8 

8. The static economy pictured here is one m which all economic processes 
are absolutely continuous without expansion or contraction It mav be observed 
in passing that the conception is not affected by cyclical periodicities in condi- 
tions, such as the succession of day and night or the seasons, alternation of pro- 
ductive activity, and consumption, etc , provided that ultimate repetitiveness is 
realized and all changes are fully foreknown and taken into account in the eco- 
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We now arrive at the fourth and final step 9 in the series of longer- 
run processes, each providing a setting or framework of conditions 
theoretically treated as given, to which shorter-run processes tend to 
adjust themselves so as to establish equilibrium. The first was price 
fixation by traders m a speculative market; the second price fixation 
by producers and consumers m a market where supply and demand 
are given for a limited period, the third was the case of continuous 
production and consumption of unchanging volume and general pat- 
tern, after this comes the problem of growth and change. (We may 
say simply “growth,” assuming, according to custom, that both qual- 
itative and quantitative changes represent improvement.) The par- 
ticular question which concerns us in this connection has to do, first, 
with the “equilibrating” character of these longest-run, secular or 
historical, changes which constitute growth and, second, with the ap- 
plicability of mechanical notions and terms to the treatment of these 
changes. We must see clearly what the changes are and what is their 
setting or given conditions— which now take us outside the sphere of 
economic phenomena— and inquire whether the correct scientific 
treatment of economic progress should view it as m its turn a move- 

nomic behavior of all persons affected In many connections the uncertainty 
which is associated with change is more important for economic theory than the 
change itself. This suggests that regular continuous growth might also be ad- 
mitted in the static economy as such growth would not involve unpredictability 
(cf. Schumpeter). We raise no question as to the legitimacy or importance of 
studying a society m which growth is present but uncertainty absent and where 
consequently the ideal of marginal equalization of returns in relation to outlays 
of every sort is continuously realized This admission does not affect the sig- 
nificance of the different separation made above, between a (perfectly adjusted) 
society with growth absent and with growth present As to the term “static econ- 
omy,” it seems relatively more suitable to the concept pictured here— to the elimi- 
nation of growth rather than the elimination of uncertainty In strict conformity 
with the mechanical analogy, the term “statics” should relate, as suggested at the 
outset, to equilibrium m a commodity market 

9 It will be noticed that we come out with the same number of main “cases” 
as did Marshall (see above, p 187), although we inserted at the beginning the 
stage of the speculative market Marshall’s distinction between short-run and 
long-run normal price is omitted because it seems to us misleading to draw a 
general demarcation between fixed capital (human and non-human) and that 
which moves freely from one industry to another Moreover, there is a more 
fundamental difference of view Marshall refuses to treat the shorter-period ad- 
justments clearly as transfers of fluid resources from and to other uses That is, 
he refuses, in this and other connections, to separate, sharply, productive changes 
under static conditions, ie., changes compensated by inverse changes m other 
industries, from changes which affect the social aggregate This refusal, in our 
opinion, leads him into a number of errors, especially the error of treating land 
as categorically different from other capital goods Cf p 198 of this article. 
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ment toward a position of stability in relation to the (extra-eco- 
nomic) conditions which form its environmental setting. 

That the processes of economic growth do take place inside a 
world of conditioning circumstances is a fact which does not call for 
argument. To make a detailed list, however, separating economic 
changes from surroundings which do not change or change inde- 
pendently of economic events, seems to be an impossible task. It is 
one of the problems of economic science itself to discover and mark 
out its own boundaries. The demarcation would not be excessively 
difficult on the side of the physical umverse and its laws, or that of 
man himself in the physiological sense, but on the side of psychology 
and social institutions it is much more forbidding 10 In any event, the 
general idea is clear, and that is all that is needed here. 

As to the variables involved in the processes, it is enough to say 
that those which call for discussion are, as in the earlier stages of the 
argument, those which were the data for the preceding stage. This 
list— the given conditions of a static economy— also presented diffi- 
culties, as the reader will recall. With reference to the main factors, 
the fact of progressive change in the actual world is evident enough* 
the available supplies of (nearly all) the productive factors are in- 
creasing, technology and business organization are improving, and 
consumers’ wants are expanding and, we assume, being raised to 
“higher” levels Our question is, Are these changes properly to be re- 
garded as resulting from “forces” which they progressively “equili- 
brate” and destroy, as the flow of water or air destroys the differ- 
ence of level or pressure, thus advancing toward a condition in 
which the changes would cease* In this case we may be sure that 
economic growth is not being and will not be maintained by pro- 
gressive change in the setting itself, creating disequilibrium as fast as 
growth removes it. If progress is a movement toward equilibrium, it 
must in the nature of the case be a stationary one. 

The British classical economists, notably J. S. Mill, assumed eco- 
nomic progress to be an equilibrating process and thought that the 

10. In this connection we have again to face the important factor of one’s con- 
ception of man’s nature and place in the cosmos The “scientific” view assumes 
that changes in man can be completely accounted for m terms of external and 
prior natural conditions A theory which recognizes ends and allows man real 
initiative in changing himself or his environment is in contradiction with a sci- 
entific conception of human nature and transfers the discussion to a different 
realm of discourse In the writer’s opinion the contradiction is insurmountable 
m the present stage of intellectual development Philosophy and experience have 
not taught us concepts which enable us to think comfortably in the terms of 
what experience and common sense force us to recognize as real and valid. 
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equilibrium was near at hand. Among a large group of economists 
today we meet with the opposite assumption in a more or less clear 
form, namely, that progress is self-exciting and cumulative. It has 
even been argued by the historian Henry Adams that the law of 
economic advance is a geometric progression The modern succes- 
sors of the “classical” have got away from the express assumption 
of the imminence of a stationary state, but we still find the discus- 
sion of long-run changes running in terms of a tendency toward 
equilibrium; the nature of the equilibrium and of the given condi- 
tions to which it relates is not clearly stated and when examined 
seems to imply the assumption which has been formally dropped 
The remainder of this paper will be devoted to a brief survey of the 
main long-run adjustments or elements of progress from this stand- 
point. 

For this purpose it seems best to adopt a somewhat different clas- 
sification of the progress variables (formerly the constants of the 
static economy). All the elements are bound up in man himself, as 
consumer, laborer, owner, or entrepreneur, and in discussing growth 
it is not convenient to separate sharply the different capacities in 
which the same individuals function. 

We may begin with the element of population, i.e., with man “in 
the abstract,” the bare fact of numbers. This of course is one of the 
favorite topics of the older economics and one which has always 
been treated in a way to exemplify the equilibrating principle Re- 
cent discussion has been more cautious and has reacted far enough 
from the assumption that a given psychological standard of living 
controlling the birth rate is a fixed condition which, along with a 
total production of necessaries increasing much less rapidly than 
numbers, determines a definite equilibrium population and wage 
level. 

The case appears to be an instructive one in a methodological 
sense. There can be no doubt that the natural principle of biological 
increase under given conditions (as affecting individuals) is a con- 
stant ratio (which might be a rate of decrease) or that the capacity 
of any area to support numbers of human beings is finite In more 
obvious senses, the increase of population involves a sort of equaliza- 
tion of “forces,” both in the direct sense of birth and death rates and 
more indirectly as regards motives and conditions underlying these 
rates. But to admit that “there are limits” does not validate the treat- 
ment of population as “approaching a limit” in the sense that the 
condition of equilibrium may be stated in terms of other conditions 
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taken as given. The essential fact for emphasis is the interconnected- 
ness of all the growth elements involved m economic progress over 
against all those of the conditioning environment. Each changing 
economic element is a condition affecting the change of any other 
element, or its ultimate stability of position, just as the features of the 
non-economic environment are conditions, but the former cannot be 
assumed “equal.” It therefore appears to be misleading rather than 
helpful to describe the growth of population as a tendency toward 
any descnbable state of equilibrium. An equilibrium must relate to 
economic progress as a whole, to every factor treated as given m the 
static economy, not to any single element, just as in the static econ- 
omy equilibrium must apply to all the variable elements simultane- 
ously. (For brevity we pass over the physical composition of popu- 
lation, age, and sex distribution, etc., where the notion of equilibrium 
has a special but familiar application ) 

Turning to the psychological traits of peoples, we notice as the 
first growth element the expansion of wants The common assump- 
tion is that this is a cumulative rather than an equilibrating tendency 
The assumption need not be questioned as a fact under modern con- 
ditions, though it is easy to see how a wave of any of several kinds of 
social-psychological contagion might nullify predictions based upon 
it. Any careful discussion of wants should also place m the fore- 
ground the fact that it is commonly the social implications of goods 
that are wanted rather than goods themselves or their direct physi- 
cal effects on the individual. Other psychic traits, such as knowledge, 
skill, personal energy, and morale, relate to man as producer rather 
than as consumer and in fact comprise the element of technology 
and business organization Industry or energy and morale seem, like 
population, to be subject to an ultimate limit, they seem to approach 
a practical perfection (assuming that they do advance). Knowledge 
and skill present an interesting problem There is surely a limit to 
what any individual can learn or learn to do. A group, however, 
seems to remove the limit by specialization, but specialization calls 
for co-ordination, which is undoubtedly subject to increasing cost 
In the United States, the increasing proportion of the population 
which the census shows to be earning their living by telling others 
what to do is already a theme for viewers-with-alarm In connection 
with the moral factor, the bearing of knowledge may raise questions, 
business management may yet have to take seriously the poet’s dic- 
tum that a little learning is a dangerous thing. 

Looking at these psychological traits from a more strictly eco- 
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nomic standpoint raises the question of cost. Even if it is maintained 
that progress m this field is “natural” (m accordance, for example, 
with the Darwinian principle of selection of favorable spontaneous 
variations), it can hardly be demed that most of the change which 
we see taking place is the effect of deliberate effort and expenditure, 
partly by society and partly by individuals, and in both cases largely 
under the influence of the expectation of an economic return. Again 
it is difficult to see how an equilibrium analysis can be realistically 
applied. The cost laws involved in this branch of “production,” and 
the closeness of association between bearing the cost and receiving 
the return, present interesting problems too complicated to enter 
upon here. The production of changes in human nature is also af- 
fected by an especially high degree of uncertainty, the human atti- 
tude toward which is difficult to rationalize or to discover empiri- 
cally . 11 

Coming now to material productive resources (exclusive of man 
himself) economists have traditionally made a categorical distinc- 
tion between the natural and the artificial, between land and capital 
goods. By definition, obviously, land would be fixed in supply for 
all time, in that direction there could be no growth, the land supply 
would be one of the permanently given conditions constituting the 
setting for progress, an extra-economic datum. However, the dis- 
tinction between land and capital goods was never clear and has 
been more and more called in question. It is difficult to define any 
actual category of natural agents the supply of which, known and 
available for use, has not been produced at a cost in work and wait- 
ing or will not similarly be increased in the future (though this may 
not hold for a particular politically bounded area). The surface of 
the earth is ultimately limited, but is not and is not likely to be in 
itself a factor limiting economic activity or growth. It appears to us, 
moreover, that on the one hand it is both impossible and futile to go 
back in time to the origin of resources, that is, to the advent of man 
on the earth, while on the other hand at any given time all resources 
are equally “ultimate” except in so far as they are known to be per- 
ishable and to require replacement. 

11. Theorists generally assume that uncertainty is a psychological cost, but 
the evidence from gambling, gaming, and the like and that from “risky” types of 
busmess also seems to the writer to run m the contrary direction, other things 
being equal. If it is attractive on the whole, m comparison with a fixed, known 
reward equal to the true actuarial value of the contingent one, then the average 
return to investment in advertising, for example, should be below the general 
average rate. 
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To state our own position briefly, the facts seem to be that while 
most of the productive agencies m use at any time require mainte- 
nance and replacement, there are some which require only mainte- 
nance and a few perhaps which do not require even that. If the 
service of agencies which wear out are to be contmuously available, 
a part of their earmngs has to be set aside as a replacement fund. 
Under static conditions, as intimated above (n. 8), the matter would 
take care of itself. Every agency (i.e., its owner) would receive its 
current imputed product, out of which would be paid to “other 
agencies” whatever might be necessary (if anything) for permanent 
maintenance and replacement, only the residue being net income 
available for consumption. (Ultimately, the net residue is a payment 
for waiting or more accurately for time itself.) The distinction be- 
tween maintenance and replacement really has no particular signif- 
icance and would practically disappear in a static economy. In a 
progressive economy, the supply of productive agencies is increased 
by saving and investment, in accordance with the principle that 
equal investments yield equal increments of perpetual net income 
(or actuarial probabilities of such, or more, or less, depending on 
one’s theory of uncertainty). It is true that some productive agen- 
cies may be more freely multiplied than others, and there are vari- 
ous degrees of uncertainty, and other differences. At the growing 
point or margin, natural resources analyze into two elements, a cost 
of discovery, which is essentially the “production of knowledge,” 
already discussed, and a cost of development, which is the same as 
any other investment of capital in the production of things under 
known conditions. 12 

This brings us to growth of capital as a general fund, embodied 
in particular goods or ideas, but contrasting with any particular ex- 
ample of the latter. This is of course the problem of saving and in- 
vestment, to which frequent reference has previously been found 
necessary. Avoiding the general problems of the theory of capital 
and interest, our question is whether accumulation is to be treated as 
an equilibrating process, and, if so, what are the conditions of equi- 

12 This analysis of land into knowledge and capital goods may be contrasted 
with Schumpeter’s analysis of capital goods into land and labor services, referred 
to previously. 

The only peculiar condition is that this particular field of knowledge seems 
to be m a somewhat special sense exhaustible; there is a theoretical limit when 
the resources of the earth would be fully known, and in that sense this line of 
growth is equilibrating. (Nearly any scientific discovery is really and in eco- 
nomic significance an addition to the known resources of the earth as in another 
view it is an addition to technology, a human quality.) 
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libnum. The neoclassical treatment of the interest rate typically pro- 
ceeds from the proposition that it is a price and like other prices 
expresses equilibrium between supply and demand. This may have ei- 
ther of two meamngs, referring to equilibrium under the given 
(‘‘static”) conditions or implying that the process of economic 
growth really moves in time toward a condition in which the inter- 
est rate would be permanently stable. Not uncommonly the two 
views are confused m the same statement, especially in the sense that 
supply is assumed to be subject to growth while the demand (gen- 
eral conditions, not absolute amount demanded) is assumed to be 
constant. An intersection of a demand curve with a curve of rate of 
increase m supply is of course meamngless. 

Moreover, both the short-run and long-run equilibria, when clear- 
ly formulated, are in our opinion misleading and practically falla- 
cious. This is so m the short run because the supply of capital at any 
given time, like that of concrete factors, is virtually fixed (and varia- 
tions to which it may be subject are dependent on other things than 
the interest rate), while the amount demanded depends upon the rate 
and may vary substantially from zero to infinity if the rate is high or 
low enough. Hence the interest rate at a moment in a perfect capi- 
tal market is a matter of the demand, the demand price for the given 
supply. The long-run case is more properly in question here and 
more important. We may illustrate by Marshall’s statement: “Thus 
then interest . . . tends toward an equilibrium level such that the 
aggregate demand for capital ... is equal to the aggregate stock 
forthcoming . . ( Principles of Economics , p. 534). His reasoning 
apparently is that saving is motivated by interest and that the accu- 
mulation of capital must bring down the interest rate (diminishing 
returns) and hence that the process will finally come to rest at a 
point at which the return is inadequate to induce further net saving. 
The essential fallacy we find m the argument is that other things 
which must be assumed equal not merely are not but cannot be, 
that accumulation itself has other effects than the equilibrating one, 
some of which work in the opposite direction. One such effect is 
that as new savings are invested, the income derived from them re- 
duces the difficulty of saving at the same time that incentive is re- 
duced. It would seem to be impossible to say, a priori, which effect 
would predominate or to assert that if everything else remained un- 
changed saving would cease before capital became entirely a free 
good (which, as already observed, could not happen until all goods 
became free). In addition, we must note a further, less direct effect, 
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that abundant capital and low interest rates stimulate invention, the 
general tendency of which is to elevate the demand curve for capi- 
tal. Moreover, the activities of invention and discovery themselves 
absorb capital (apart from that used m constructing and developing 
the results), and in this employment the law of decreasing returns 
seems to work m a slow and uncertain way. 

In connection with these reverse influences must be noted the high 
rate of accumulation which we actually find m the contemporary 
world, with the absence of any clear tendency either for accumula- 
tion to slacken or the interest rate itself to fall. These facts alone 
would make the theory of a tendency toward equilibrium question- 
able and prove that at least that condition is indefinitely remote m 
time, giving “other things” indefinite scope for action. 

For methodology, the point is that the “other things” or “given 
conditions” assumed as the setting for any particular process form 
an interconnected system, while the process is also one of a number 
forming a similar system. For very small changes it is admissible to 
assume that while any element or condition changes, the others in 
the same group remain fixed. But m discussing trends over any con- 
siderable period of time this must not be done. The greatest caution 
needs to be exercised in determining and specifying the systems of 
constants or long-period processes and of variables adjusting to them 
(and to each other), if the notion of tendency toward equilibrium is 
to yield sound results. 

In regard to the distribution of ownership of productive capacity, 
specified as a constant in the static economy, the long-run tendency 
would appear to be, as in the case of the expansion of wants, defi- 
nitely cumulative as opposed to equilibrating. Ordinary economic 
forces tend toward a progressive concentration. Wealth does breed; 
“to him that hath shall be given and from him that hath not shall be 
taken away.” If such a trend is not empirically prominent, it is be- 
cause of various sorts of deliberate social interference, equally nu- 
merous “accidents,” and perhaps factors analogous to those which 
make any large mass unstable. However, beyond a certain point 
again, other things cannot be equal; the possessor of a vast fortune, 
especially if it has been inherited, can hardly have the same motives 
and interests as one just achieving business success. 

Our general conclusion must be that in the field of economic 
progress the notion of tendency toward equilibrium is definitely in- 
applicable to particular elements of growth and, with reference to 
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progress as a unitary process or system of interconnected changes, is 
of such limited and partial application as to be misleading rather than 
useful. This view is emphasized by reference to the phenomena cov- 
ered by the loose term “institution.” All speculative glimpses at 
trends in connection with price theory relate to a “competitive” or 
“capitalistic” economic system. But all the human interests and traits 
involved m this type of economic life are subject to historical 
change. Moreover, no society is or could be entirely and purely 
competitive. The roles of the state, of law, and of moral constraint 
are always important and that of other forms of organization such as 
voluntary co-operation may be so. Business life m the strictest sense 
never conforms closely to the theoretical behavior of an economic 
man. Always history is being made, opinions, attitudes, and institu- 
tions change, and there is evolution m the nature of capitalism. In 
fact evolution toward other organization forms as the dominant type 
begins before capitalism reaches its apogee. Such social evolution is 
rather beyond the province of the economic theorist, but it is perti- 
nent to call attention to the utter inapplicability to such changes, 1 e., 
to history in the large, of the notion of tendency toward a price 
equilibrium. Probably we must go further and reject entirely the use 
of the mechanical analogy, the categories of force, resistance, and 
movement, m discussing basic historical changes. 
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The Business Cycle, Interest, and Money 
A Methodological Approach 1 


One of the most important criticisms of a mechamcal sort 2 which is 
urged against the “capitalist system” (as it is familiarly misnamed) 
by its attackers centers in the phenomenon of unemployment and, 
specifically, m business depression. In serious economic discussion, 
depression is of course the correlate of “boom” conditions, and the 
real underlying phenomenon is the tendency for the control of eco- 
nomic life by market competition to give rise to oscillations, or fluc- 
tuations, of a more or less rhythmical or cyclical character. An 
argument frequently urged against economic theory, in its aspect of 
apologetic for free enterprise (which a functional description inev- 
itably gives the impression of being), is that it has overlooked or 
ignored the existence of cycles and depression which the critics as- 
sert is inherent in such a system. 

The question of theory, the nature and causes of economic cycles, 
will be our chief concern in this paper, which will refer to the prob- 
lem of policy only briefly, m conclusion, for the purpose of clarify- 
ing the explanatory argument. Economic theory, as expounded m 
the orthodox tradition, down until very recent times has been criti- 
cized validly because it failed to recognize the business cycle as a 
reality and to inquire into the causality of the cycle. However, this 
criticism does not, as frequently contended, involve repudiation of 
the deductive-theoretical method of attack upon economic problems 
if correctly used, as the following argument will make clear. On the 
contrary, in the present state of economic analysis, little argument 
should be required to show that purely abstract theorizmg about the 
free-market system of economic organization should long ago have 
led students to expect cyclical changes as a matter of course, even if 

1. Reprinted by permission from the Review of Economic Statistics , Vol. 
XXIII, No 2 (May, 1941). 

2. Mechanical criticisms are to be distinguished from ethical. The former al- 
lege that the enterprise organization is bad because it does not work in accord 
with the “theory”; the latter, that it is inherently vicious even if competition 
were always perfect, etc. 
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the occurrence of these changes and the evils which they involve did 
not force them upon the attention of students. 

The issues go back to methodological considerations. Economic 
theory, as an abstract logical system and as a functional and hence 
more or less apologetic account of the free-market economy, has al- 
ways pictured the free-market economy as an “automatic” mecha- 
nism-assuming voluntary exchange or the absence of force and 
fraud. Its nature is that of a machine self-regulated by a governor. 
A little reflection about the workings of any mechanical governor 
suffices to show that such a device always controls the regulated 
phenomenon— the speed of an engine, the temperature of a room, 
etc— within some limits, between which it oscillates in a more or less 
regular or rhythmic cycle This follows from the inevitable presence 
of “lag” m the working of the mechanism. The shape, amplitude, 
and periodicity of the oscillations to be expected depend on the na- 
ture and amount of the lag in the response of the mechanism In fact, 
under conditions which are both quite simple and fairly common, 
the first response of a governor may be “perverse.” The analogy of 
a thermostat regulating the temperature of a house by controlling 
the flow of fuel upon a coal fire has long since been suggested m 
connection with economic cycles. The immediate effect of the ther- 
mostatic call for more heat will be to cool off the fire appreciably, 
and, conversely, the fire will burn more intensely for a time after a 
rise in temperature lessens the flow of fuel. 

Application of such simple mechanical principles to the price sys- 
tem, with recognition of its obvious factual characteristics, should 
have led economists to recognize the inevitability of a tendency to 
oscillations in practically every economic adjustment or response. 
Consequently, they should have recognized not merely the unreal- 
ity of the notion of a tendency to establish stationary equilibrium 
but also a limitation amounting to a degree of falsity in the logical 
* method of simultaneous equations. In the presence of a lag between 
cause and effect, the function-and-variable conception of cause and 
effect itself is valid only for long-run tendencies; it applies to the 
equilibrium situation only, giving no information as to the quantita- 
tive relation between the cause and the effect (the independent and 
the dependent variable) at any moment of time. 

Variations in an economic cause can never be expected to produce 
strictly simultaneous variations in its effect. The functional relation 
between, say, the price of a particular commodity and the quantity 
consumed, as depicted by a demand curve (the simplest and most 
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reliable case of economic causality), tells us nothing about the rela- 
tion in time or even m magnitude between changes m the one and 
the responsive changes m the other (assuming such relation is accu- 
rately known). The response may be delayed by an mdeterminate 
interval and may at a given moment have a magnitude indetermi- 
nately divergent m either direction from that of the new position of 
equilibrium. 

Two special cases of economic cause and effect are particularly 
important On the one hand, even when the causal relation at equi- 
librium is simple and monotonic, perpetual oscillation of the depend- 
ent magnitude may be the natural reaction to a constant value of the 
independent variable. A perfectly constant air pressure in an organ 
pipe sets it into vibration. On the other hand, changes m one variable 
may produce change in another, which may or may not include 
oscillations, m situations in which at equilibrium the magnitude of 
the second is completely independent of the magnitude of the first. 
This phenomenon of “disturbance” is especially important in mone- 
tary theory, which will presently be our mam concern A monetary 
change may be expected to produce a temporary change m any price 
ratio—to be followed, after a varying course of events, by a return 
to the original value. 

For a simple mechanical example of the phenomenon of disturb- 
ance in the absence of any long-run causal relation, we may think of 
a dam across a stream, with control works of any sort, backing up a 
substantial quantity of water on the upper side, and we may con- 
sider the relation between, say, the amount of opening in a spillway 
and the flow of water at the dam and in the stream below it. Any 
opening or closing of sluices will produce a temporary change which 
may be of very great magnitude m the level and the rate of flow of 
the stream below the dam, but no permanent change. After a period 
of adjustment, the flow below the dam will be the same as the flow 
above it, which is not affected at all by the control exercised at the 
dam itself The flow below the dam is not a “function” of the size of 
opening in the obstruction, or of the height of the latter, whether 
at equilibrium or at any moment during readjustment to a change 
in the effective height of the dam. 8 

3 In this case the effect-magnitude would not be thrown into oscillation to 
any important extent, but mechanical situations m which the result would be of 
this character can be invented without difficulty. It is to be noted that in relation 
to such a situation there is no meaningful short-period equilibrium. Most of what 
is said in economic literature about what happens “in the short run” involves 
some confused reference to some phenomenon of disturbance, but further in- 
quiry into the topic is not called for here. 

[ 2041 



The Business Cycle , Interest , znzd 1 Money 

It should be emphasized that none of these special considerations 
invalidate the concept of equilibrium or the necessity of using the 
concept m causal analysis. Even in a simple mechanical situation, 
where the result to be expected from a constant cause would be per- 
petual oscillation in the effect, as in an organ pipe or other vibrating 
systems, the notion of equilibrium is necessary for analysis and ex- 
planation. This is also true of a system which does not convert 
energy, such as a pendulum oscillating without friction in a vacuum 
The attraction toward a position of equilibrium is the vital point in 
the theoretical explanation . 4 And, in practice, the problem of action 
is to construct or modify the mechanism— in so far as steadiness in 
operation is desired— so that oscillations will be held down to what- 
ever extent is justified by the cost involved A thermostatic regulator 
or speed governor can be built so as to operate with a degree of ac- 
curacy to which no definite limit can be assigned, short of absolute 
perfection 


MAIN “cases” OF ECONOMIC OSCILLATION 

In practically every economic adjustment or cause-and-effect rela- 
tion, conditions are present which clearly involve a tendency to 
oscillation. Three main cases must be briefly considered 

First case: the demand relation .— The first and simplest case is the 
demand relation, the adjustment of price in a speculative market for 
a product, under the assumption of an approximately constant flow 
into the market on the supply side 5 We may think of a commodity 
such as wheat Price is assumed to be unaffected by monetary 
changes, to be an ideal relative price, measured m “neutral” money 
or any ideal numeraire. At any moment of time, such a product ex- 

4 Incidentally, it is interesting to note that economic theory has generally 
treated the absence of fricuon as the condition requisite for establishing and 
maintaining equilibrium. Pure mechanical theory generally has the opposite im- 
plication, that only the presence of friction will put an end to oscillations, and 
only a particular kmd of friction (fluid viscosity) will result in a posidon of 
rest coincident with the position of theoretical equilibrium. 

5 All markets are speculative and, m fact, approach the character of an ideal 
market more or less m proportion to the degree that they are explicidy and ef- 
fectively speculative, l e , to the degree m which there is organized speculation 
Of course, direct, explicit speculation is possible only in connection with a com- 
modity which can be stored and which regularly exists in stocks, but the rea- 
soning will apply m a more complicated form to the prices of most services For 
services which do not become embodied in products and get marketed as prod- 
ucts are m practically every case the services of things or agents (including hu- 
man beings) which can be accumulated and “produced” by services of previously 
existing agents 
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ists in some quantity, held in stocks which are more or less constant- 
ly drawn down by consumption and replaced from production. The 
effect of, say, a reported prospective increase m demand or reduc- 
tion in the supply (whether the report is true or not) is an upward 
movement m the price, m accord (here) with general demand 
theory. The next step called for by general theory is a reduction of 
purchases and stimulation of sales and the establishment of equilib- 
rium at the “correct” level. But, in the first place, if there is an ap- 
preciable lag in the response of consumption to price change, the re- 
sponse will be “overdone” and will reverse itself, since in the mean- 
time the rise in price will go beyond the point at which it would 
have stopped if the decline of consumption had simultaneously kept 
pace with it. 

The tendency of such a change to be overdone is accentuated by 
another factor A well-recognized psychological phenomenon is that 
an upward movement in price tends to create a belief in an upward 
trend, and the effect of this belief is to stimulate purchases and re- 
tard sales, leading to a cumulative rise in price. This effect, of 
course, is the opposite of the theoretical effect of the price move- 
ment. But this cumulative tendency can operate only within fairly 
narrow limits. The buying which is stimulated by the rise in price 
will be speculative buying to hold, not buying for consumption, 
even if it is done by consumers. Its effect is to hold more “wheat” 
out of consumption and so to increase the stocks speculatively 
carried. In a well-organized market, this situation must soon be rec- 
ognized by professional speculators and will lead to a reversal in the 
direction of movement, which will then similarly tend to go to an 
extreme in the opposite direction. Thus the general result to be an- 
ticipated is more or less regular oscillation within more or less defi- 
nite and fairly narrow limits . 6 

The question arises whether, even in the absence of any definite 
change in either supply or demand conditions, price in a speculative 
market could be expected to remain constant. The answer would 
seem to be in the negative. It is a case of unstable equilibrium , and 
any small accidental change will upset it and start oscillations. Such 
phenomena are not explained in terms of what happens at the turn- 
ing points If a cone is balanced on its point, we do not inquire as to 
what particular “cause” makes it tip over. The situation of a market 

6. The range will be fairly narrow, except m so far as the completely irrational 
psychology of a “boom” may become operative, in which traders bet on the be- 
havior of other traders rather than act on estimates of the economic facts. 
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is far more complex than that of the balanced cone, due to the time 
dimension and the role of energy flow A closer analogy is the flow’ 
of water through a channel However smooth the surface over 
which the water flows, there will always be ripples of some ampli- 
tude, their detailed character depending on conditions which, as in 
the case of the cone, could not be accurately determined. In the 
case of a market, however, psychological factors create vastly great- 
er complexity, sensitiveness, and uncertainty in the result. 

Second case . the supply relation.— The second case is that of sup- 
ply, the regulation of production by the price of the product, this 
time assuming an approximately invariable demand function. Price, 
as before, is assumed to mean relative price in terms of an ideal 
measure of exchange value. Here the natural tendency to oscillation 
is enormously aggravated, since the lag of productive adjustment 
behind a price change is typically much greater than that of con- 
sumption. The technical reasons for delay in the adjustment of pro- 
duction to prices need not be developed, and to simplify the analysis, 
we assume “constant cost” m the long run. The fact that cycles 
occur in particular industries and the reasons for their occurrence 
are well known During some interval before an increase in price 
becomes reflected m an increased flow of the good into consump- 
tion, commitments in the direction of increased production may go 
forward without producing any effect m the way of reducing price 
—and reciprocally for a decline. 

The situation may be illustrated by an aggravated case, a product 
with a very long “production period,” such as apples. If at a partic- 
ular time the production of apples is profitable, a period of some 
ten years— the time required to plant trees and bring them to the 
age of bearing— may elapse before an increased flow of the product 
into the consumption market acts to reduce the price. In the mean- 
time, the extent to which the development of productive capacity 
may be overdone might go virtually beyond any assignable limit. 
The production of apples has been chosen for illustration because 
the construction period for the chief item of specialized productive 
equipment used— the growth period for orchards-is especially famil- 
iar and definite. But the same argument applies to any product 
whose production calls for specialized equipment which itself re- 
quires a considerable time for production, so that a corresponding 
interval is required to expand the output of the final product in re- 
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sponse to an increase in the demand . 7 It should be emphasized, again, 
that the situation is likely to embody unstable equilibrium to such a 
degree that fluctuations in production, of a more or less rhythmical 
sort, are to be expected, even apart from any such change as would 
attract attention m the demand or the supply. Where this is the case, 
the productive fluctuation or cycle does not call for any concrete 
causal explanation beyond the fact of unstable equilibrium itself — 
as, similarly, we do not need a specific explanation of why an object 
resting on a point does not remain balanced. 

Those phenomena also are due to speculative conditions, to the 
absence or imperfection of foresight. The development of an active 
and well-organized market would contribute substantially to the 
stabilization of the industry. The existence of such a market would 
stimulate investigation and the dissemination of information. (If the 
product can be standardized, sale for future delivery is possible, 
even beyond the period for which storage is feasible.) Even an ac- 
tive market for the specialized capital goods (orchards) should con- 
tribute to stabilization if it is not too much influenced by the “suck- 
er” mentality. But we should always keep in mind in economic rea- 
soning that perfect foresight is theoretically as well as practically 
impossible, unless all the parties plan collusively in advance all de- 
tails of their procedure and adhere to the agreed plan. The resulting 
situation would be the antithesis of individuaHsm— the ultimate com- 
munistic-anarchistic collectivism, as impossible as a perfectly com- 
petitive system But lack of knowledge by one individual (or unit) 
as to what others are doing and planning is mentioned as one form 
of uncertainty in economic life. 

In this case also, the first effect of a primary change, such as an 
accidental shortage or an increase in the effective consumption de- 
mand for the product, may be perverse. This result appears in such 
a case as livestock, where a rise in the price may cause a withholding 
of animals (females) from the market for breeding purposes and so 
may lead to a temporary reduction instead of an increase in the flow 
of the product into consumption. The “corn-hog” cycle is a famil- 
iar illustration of an oscillation which is no doubt aggravated by 

7. The time required for contraction, it will be noted, depends on the dura- 
bility of the specialized equipment— within the limits beyond which the plethora 
of capacity may justify outright destruction Hence the expansion and contrac- 
tion phases need not be approximately equal in time length; the histogram of 
the cycle may be quite unsymmetrical But there probably is in fact a general 
correspondence between the time required to produce specialized equipment and 
its service life 
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this factor. Similar effects might arise with a grain like wheat m a 
poor region where the yield was a small multiple of the seed. In this 
general case, also, as in the first, we should no doubt expect oscilla- 
tions of appreciable magnitude even m the absence of noticeable 
changes m the underlying conditions . 8 

Third case • the theory of the “ business cycle”— The third case 
is the main phenomenon mentioned at the outset, the tendency to 
oscillation of production and of general prices in an economy as a 
whole, i.e., the phenomenon of the business cycle. Discussion with- 
in the limits allowable here must be considerably oversimplified The 
position to be argued is that the cause of fluctuation or oscillation in 
an economy (in contrast with a particular industry) is found in a 
combination of the two general principles already considered— the 
first reinforced by the second. In the argument for the economy as 
a whole, general product prices and cost prices, in money, take the 
place of relative price and cost for a particular product in some ideal 
numeraire. That is, we are concerned with general prices, or the 
price level, which is another way of referring to the “value of 
money.” The basic phenomenon of the cycle is, then, speculation in 
money, combined with lags m the actual output of final products 

8 Discussion of oscillations m the production of a single commodity seems to 
call for some mention of the so-called “acceleration principle ” But the reasoning 
underlying this principle, or relation, seems to the writer to be interesting chiefly 
for the confusion which it involves, specifically with reference to that notorious 
source of difficulty, the “time dimension ” It is argued that if a new demand for 
a product equal to a certain fraction of the replacement demand is added to the 
latter (m an industry m equilibrium), the effective demand may be increased in 
a much greater ratio, in consequence of the durability of the product For il- 
lustration, if the service life of a product is ten years, the replacement demand at 
equilibrium will be ten units per year for each hundred units in service Then 
satisfaction of a new demand for ten umts within one year would call for pro- 
duction of twenty (for each hundred previously in use) instead of ten units, an 
increase of 100 per cent instead of 10 per cent 

Such reasoning rests m the first place on the selection of an arbitrary period of 
time If the latter is assumed to be sufficiently short, the multiplication of de- 
mand can be raised to any ratio, while after the “year” is ended the number re- 
quired for replacement goes back to the old figure for the rest of the ten-year 
period The tenth “year” again, and every tenth year, would see a demand for 
double production Enough has been said to show the unreality of the reason- 
ing That “demand” is also taken as an absolute quantity, as well as a quantity for 
an arbitrary period, is evident As soon as the correct view of it as a function is 
substituted, the argument seems to become practically meaningless But a change 
in the rate of growth of demand for a product may cause an absolute decline in 
the “apparent demand” for a durable means of production (a new curve at a 
lower level) if there is a sufficient lack of foresight back of the apparent or em- 
pirically actual demand The subject is important and cries for thorough and 
careful investigation as to both the theory and the facts 
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behind planned changes or commitments in production This third 
case, however, is further complicated not merely by the heteroge- 
neity m the “commodity” and the conditions of production but es- 
pecially by the behavior of money costs of production in relation to 
product prices, as a consequence of induced changes in stocks and 
flows of money. 

Cycle analysis properly begins with the fact that the general price 
level, the reciprocal of the value or purchasing power of money, is 
subject to the same psychological tendency already pointed out in 
connection with the price of a particular product such as wheat. An 
incipient tendency of prices (of products in general) to rise creates 
the impression of an upward trend (a downward trend in the value 
of money). The root of the phenomenon in this case is the fact that 
money, while not literally consumed, is m part effectively “used”— 
i e., employed in a real, technical, or quasi-technical role in organ- 
ized production and distribution— and in part it is held “idle.” The 
motive for holding money idle, or especially the main variable mo- 
tive, is speculation for a rise in its future value. The fact that men 
commonly do not think of the activity in these terms operates as an 
aggravating condition Since cash holdings yield no return in any 
other form, any cash held longer than necessary to bridge over the 
regular non-coincidence of receipts and disbursements must be ex- 
pected to increase in value (relative to other wealth) at a rate equal 
to the yield of any property to be had in exchange for the money, 
at existing prices-with allowance for the uncertainty in both al- 
ternatives. 

The economic process in a pecuniary economy involves the hold- 
ing or owning, by somebody, of wealth-all the wealth of the econ- 
omy— and also the entire stock of money. Hence every property 
owner has the alternative either of holding money up to the amount 
of his fortune or of choosing the concrete kind of wealth other than 
money that he will hold The existence of claims against wealth, 
bearing “interest,” specified as a periodic amount of money, and 
(usually) promising redemption at a specified money value at a 
specified future date, is a further complication which will be dealt 
with later. Any belief that the value of money will rise in the future, 
relative to real wealth, tends to lead men to hold money (or such 
“bonds”) instead of real wealth, the natural effect of which is a fall 
in the money value of wealth (and a rise in the value of bonds), 
which tends to confirm the belief and aggravate the tendency and 
so on cumulatively. (And conversely, of course, for the opposite 
movement if it is once started.) 
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For reasons which are fairly obvious, the tendency to accumula- 
tion of idle money held speculatively, thus lowering the price of 
wealth (and raising the price of “bonds”), does not reverse itself 
before the movement gets far from the equilibrium position, as does 
the similar movement m the case of a particular product. On the 
one hand, the “real” demand for money, for use in effecting trans- 
actions, is not of a comparably definite character. This real demand 
depends on two factors, the price level and the volume of trade, and 
both factors are largely dependent upon changes in the demand for 
money for speculative holding. Thus the concept of an equilibrium 
value of money is extremely vague at best. But it is nonetheless 
necessary for analysis and nonetheless real, and the knowledge of 
its reality as a center of oscillatory tendencies is an essential factor 
in the situation at any point in the cycle. To this vagueness must be 
added the absence of any basis for accurate knowledge, or any gen- 
eral consensus in the minds of wealth owners as to what the “true” 
value of money, the “natural” price level, is in any momentary situ- 
ation, even in so far as such magnitudes exist or are believed to exist. 
This aspect of things is further aggravated by the peculiar psycholo- 
gy of money already mentioned, the tendency of men generally to 
think of it as “absolute” in value and to believe that other values 
are changing, instead of realizing that they are speculating in money 
when they are actually doing so. (The exigencies of accounting 
probably have much to do with this attitude.) In short, in the case 
of money, the speculative demand predominates over the real de- 
mand, while in the case of a commodity the opposite relation holds 
Thus the tendency for increase or decrease in speculative holding of 
money (i.e , disposition to hold which reflects itself in general prices, 
the quantity of money being constant) to feed upon itself cumula- 
tively is subject to no such effective check as results from the accu- 
mulation of a consumable commodity with a fairly definite demand 
curve which is fairly well known, like the stock held speculatively. 
Indeed, in the case of money, just what does set a boundary to a 
movement of general prices in either direction, and especially the 
downward movement, becomes something of a mystery 
The general condition of instability is further accentuated by the 
role played in economic society by the banks, which function as 
central depositories or storehouses for idle money or lending power. 
Two facts are important The first is that in real life the banks are 
the primary agencies through which “money,” including circulating 
deposits, is “created” or put into and withdrawn from active circu- 
lation The second is that these changes are effected mainly through 
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the making and cancellation of loans for production purposes, i.e , 
for investment in productive equipment (or for holding such assets, 
including all inventories) For reasons which are familiar, the con- 
sequences of short-period lending are peculiarly serious 

This discussion brings us to consideration of the role of the second 
of our two primary tendencies to oscillation, namely, oscillation in 
production, which has already been noticed m connection with a 
particular industry but is now to be considered for production as a 
whole. Even in the simpler case, the relation between the demand 
price for a product and its output was noted to be one of unstable 
equilibrium, so that cyclical fluctuations in production will be the 
rule, quite apart from periodic changes (or any notable changes) in 
demand. The relation between changes in production plans and ac- 
tual output placed on the market may, as was also noted, be inverse 
instead of direct for a time after a turning point in the cycle 

When we turn to production in an economy as a whole, these 
factors may be expected to be present and operative, but operative 
m a somewhat different way Producers’ decisions are, of course, 
based on the relations between money prices and money costs. In 
connection with a single product, we could assume that variations 
m the pnce would not appreciably affect the prices (rent) of ulti- 
mate productive capacity-labor and fluid capital— i.e , that the in- 
centive and the resistance to expansion or contraction would be a 
matter of mobility, meaning conversion into and out of specialized 
forms . 9 In relation to production as a whole, this principle of price 
constancy for ultimate productive capacity cannot be assumed, or, 
more accurately, like the mobility of “capacity” between industries, 
it now has meaning only with reference to the different “stages” of 
industry in general. These stages may be simplified into two, the 
creation of new productive equipment and the operation of equip- 
ment already existing m the creation of the final product for con- 
sumption. The essential fact now is that the prices of final products 
are more responsive to those monetary changes which fundamen- 
tally operate upon general prices and manifest themselves in changes 
in the pnce level 

Speaking in concrete terms, the ultimate cost of production, for 
industry as a whole, consists largely of wages— excluding agriculture, 
which plays an extremely small role, and probably on the whole an 

9. In the case of labor, this means retraining or different training of the youth 
coming into the ranks of labor and involves no real substantial difference in prin- 
ciple in comparison with other forms of capital. 
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inverse or stabilizing role, in the cycle. Especially with reference to 
moderately short-run changes, the variable costs of productive en- 
terprises, as they are actually organized and financed, consist over- 
whelmingly of wages. 10 Wages are notoriously sticky, especially 
with respect to any downward change m hourly wage-rates, which 
is the important fact in the unit cost or marginal cost of products. 

BEHAVIOR OF MONEY 

To sketch in an explanatory way the course of events to be ex- 
pected in the competitive adjustment of production to demand, we 
require a simplified picture, or “theory,” of the behavior of money. 
For present purposes, the following assumptions seem justifiable 
(a) The total quantity of money (M m the Fisher equation) is con- 
stant, including both “cash” and the lending (deposit-creating) 
power in the hands of the banking system (b) The transactions- 
velocity of circulation of money in effective use (we may call it 
“active F”) is also constant. This means that changes in “total F” 
reflect transfers from idle reserves or hoards (where F = 0) to 
active use, or m the opposite direction (hoards, including idle lend- 
ing power of the banks). In consequence, finally ( c ) changes in gen- 
eral prices ( P ) reflect changes m “active M,” That the division be- 
tween active and idle funds is not definite or determinate goes with- 
out saying, and the other assumptions are more or less unrealistic, 
but the whole group of assumptions seems to be a close enough ap- 
proximation to the facts to function as a hypothesis for a general 
explanation of the cycle. 

SEQUENCE OF EVENTS IN THE BUSINESS CYCLE 

With respect to production, the course of events expected will 
be virtually the same in principle as in the corn-hog cycle, or the 
apple cycle, but will rest upon a tendency of general prices to fluc- 
tuate and will be aggravated by the concentration of this effect 
upon final products while cost-prices are sticky. Let us begin our 
discussion with a condition of depression, involving unemployment 
of labor and equipment, especially m the production-goods indus- 
tries. Any incipient upward tendency in business conditions— or even 
a belief that such a tendency is m prospect— naturally tends to act 
cumulatively as a stimulant to operations Re-employment will re- 

10 Stickiness of the prices of intermediate products at various stages m pro- 
duction, or of dealers’ margins, and the role of ownership, would have to be con- 
sidered as important in an exhaustive analysis. 
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suit in increased disbursements, especially to labor, which will in- 
crease the demand for consumption goods, with a further reaction 
upon production-goods industries, and so on cumulatively. The in- 
creased disbursements are assumed to come out of idle money, either 
cash (or deposits) in the hands of enterprises, or deposits newly 
created through loans or perhaps resulting from governmental 
action. 

As unemployment of heavy-industry equipment is absorbed, a 
wave of investment m these industries will naturally follow, with a 
still greater increase in disbursements but, during some period of lag, 
without any increase m the output of consumption goods. Hence 
the investment tends to be “overdone” and/or to be made at “ex- 
cessive” cost. This last feature is connected with the absorption of 
unemployed labor, and perhaps with a drawing-m of “inferior” 
workers, but especially with a rise m wages, probably gaining upon 
the rise in prices of consumption goods 11 The interval of “inflation” 
may continue until idle funds (including lending power) are ex- 
hausted. This situation will certainly lead to a “crisis” and the re- 
versal of the whole process But reversal may come about from other 
causes, such as the overtaking of prices by costs, a crop failure or 
any calamity m the business world, or mere “psychology.” Too 
much attention has been given to this problem of the cause of the 
collapse. The essential fact is merely the unstable equilibrium. As al- 
leady noted, we do not try to find out what particular cause upsets 
an object balanced upon a sharp point 

For reasons which are not very mysterious, the declining phase 
of the cycle tends to be relatively precipitous and catastrophic in 
comparison with the ascending phase And the turning point at the 
“bottom” is also a more obscure phenomenon than that at the peak. 
The essence of the matter presumably is that investment reaches an 
effective minimum, actually with a substantial amount of under- 
maintenance or disinvestment, for a time . 12 

11 If there is a notable “perverse” reaction, it is because of diversion of pro- 
ductive capacity, specifically labor, from the consumption-goods field to that of 
investment, so that the flow of final products is actually reduced until the new 
“crop” of capital goods comes into bearing 

12 The most serious problem in the cycle is undoubtedly the occurrence of 
a condition of relatively stabilized depression, after recovery has proceeded to 
approximately the point where heavy industry is being maintained at a level 
which will permanently supply the existing consumption demand, but without 
the growth in total investment which must be regarded as a normal feature of 
“capitalist” economy. (And for obscure reasons a considerable growth of invest- 
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BEHAVIOR OF INTEREST RATES 

In the argument so far we have said nothing about the course or 
the role of the interest rate or rates. This topic involves two ques- 
tions first, the effects of interest rates on the course of the cycle it- 
self and, second, conversely, the effects of the course of events m 
the cycle on interest rates. To the first question, as to what interest 
rates have to do m an effective causal sense with the course of events 
of the cycle, the answer undoubtedly is “very little”' To be sure, 
interest is an element m cost of production, and interest rates, as 
well as wages, show an important lag. But, clearly, in view of the 
way m which enterprises are commonly organized and financed, the 
borrowing rate on money, including the rate of yield at which 
bonds can be sold and the bank rate, is relatively quite unimportant 
in comparison either with the effects of wage changes or with the 
role of speculative considerations. Its effects are important “in the 
long run” but not for the periods for which businessmen can or do 
make plans m a depression. 

It is no doubt hypothetically or theoretically true that if interest 
rates were to rise high enough, and soon enough, on the upswing, 
they might put a check to the boom before it reached a point in- 
volving the inevitability of collapse. But m fact they do not rise to 
any such level or at any such speed 13 In the other direction, an ef- 
fective stimulus to recovery might occur if money could be made 
available at rates low enough (or at negative rates “high” enough) 
in the time of depression. This situation, however, would probably 
require either enormously high negative rates foi the short term 
or lending on long term at very low rates and without critical 
scrutiny of the security of the loan. Negative rates can hardly pre- 
vail naturally, because of the negligible cost of storing money, and 
the second possibility is also excluded for private lenders. Thus, 
apparently, any action operating through interest rates can only be 

ment may be necessary to make a free-enterprise economy operate at a level near 
its capacity ) We have seen m England m the twenties and m the United States 
m the thirties such a relative stabilization, with a considerable amount of unem- 
ployed labor, some excess plant capacity m industry, and a great plethora of idle 
funds. In the writer’s opinion, this may be explained by political conditions. In 
view of these conditions— notably the aftermath of one world war and prepara- 
tion for another, and, perhaps worse, the reformist activities and especially the 
reformist talk of governments which have worked directly against recovery- 
the phenomenon is not really very mysterious 

13 The momentary “crisis” rates, for funds to meet payments for which com- 
mitments have already been made, are not really in point 
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effective for moderate fluctuations (cf. Hawtrey’s earlier views) or 
as a detail m connection with those of major proportions. 

We turn now to the second question, concerning the effect of the 
events of the cycle on the interest rate, which is a more interesting 
question for general economic theory. The first fact to be noted is 
another way of stating what was commented on above, 1 e , that a 
relatively moderate decline in speculative conditions may suffice 
virtually to kill all demand for loans for new real investment (at 
rates above zero) or even for the maintenance of existing invest- 
ment, beyond that which may be loosely designated as “necessary ” 
Such a situation, reducing the effective demand for capital for real 
investment to zero, completely changes the ordinary meamng of the 
interest rate and the causality affecting it. As already noted, capital- 
istic economy is “normally” progressive, in the sense that total in- 
vestment is growing at a substantial rate. This point deserves the 
utmost emphasis. We do not know whether a free-enterprise econ- 
omy is permanently possible under any other conditions. Under the 
assumptions of rational behavior and foresight, a stationary condi- 
tion or even retrogiession should not interfere with efficiency. But 
growth is clearly required for a high degree of effective mobility. 
For other reasons— of a psychological and institutional character— 
and m the absence of historical experience, speculation as to what 
would actually happen under an established expectation of stagna- 
tion or decadence becomes unrealistic. (The concept of a stationary 
society is nonetheless necessary for analytical purposes.) In any case, 
under “normal” conditions, with a substantial amount of net real 
investment going forward, the loan rate on money must approximate 
the expected rate of yield on such investment. Allowance must of 
course be made for risk, and also, m connection with long-term 
loan contracts, for foreseen changes m the value of money and for 
this particular form of risk, since loan contracts usually call for pay- 
ment of interest and repayment of principle in lawful money. 

The contract for a loan of money is always equivalent to a sale 
of an interest or equity in some assets owned (or to be created or 
acquired and owned) by the borrower, plus a lease of this equity 
interest to the lender, plus, usually, a contract for the repurchase of 
the equity at the terminal date for a money sum (usually) equal to 
the principal of the original loan. Any typical loan contract could 
be replaced by such a combination of contracts, effecting exactly 
the same result. It could also be replaced by “co-partnership” ar- 
rangements of various forms. Under ideally perfect competition and 
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perfect foresight, all these forms of contractual arrangement would 
be a matter of complete indifference to all parties. In fact, under 
these ideal conditions there would be no occasion for “contracts” at 
all 1 Choice among the possible arrangements by the parties in ques- 
tion is purely a matter of the specialization of the bearing of risk or 
uncertainty in various forms. In fact, all contracts, or commitments 
over future time, are essentially of this sort, the typical contract re- 
lates especially to the uncertainties due to market imperfections. 

While the rate of interest stipulated m long-term loan contracts 
will naturally be affected by any anticipated change in the value of 
money over the period of the loan (the loan being made m money), 
monetary phenomena have absolutely nothing to do with the the- 
oretical nature or causality of the rate of return on real investment. 
A Robinson Crusoe would have to calculate this rate of return as a 
condition of making rationally any plan for the future. In the same 
way, in all essentials, the rate of return is mvolved in the plans and 
decisions of individuals or enterprises in the most complex organized 
enterprise economy, using a money unit of value m any form what- 
ever. All plans involving any commitment for the future include, or 
essentially are, plans for investment or disinvestment, or for both 
together (i.e., for the transfer of investment from one field to an- 
other). This would be true even in a Ciusoe economy using no 
“goods” other than those which were superabundant and free. In all 
essentials, the training or retraining of a laborer— of a Crusoe or a 
worker for wages in contemporary society— is a matter of invest- 
ment or the transfer of investment, and the economically rational 
management of such activity involves the same kind of investment- 
yield calculation as the production of any material instrument or the 
replacement of one such instrument by another— presumably m re- 
sponse to a change in the form of consumption demand . 14 

14 A logically simpler way of looking at the problem of the rate of return on 
invested capital under ideal conditions— in a Crusoe economy or an organized 
economy, considered as a unit— is to think of the present worth of a future in- 
come stream The decisive fact is that “sources” of future income can be pro- 
duced at a cost which (apart from disorganization and blockage) consists of the 
sacrifice of a consumption-income stream during the interval required to make 
the investment, 1 e , to construct the source in question If the new source will 
be productive at a known and uniform income rate for a very long period, and 
if the construction period is very short, the calculation of the cost as a muluple 
of the perpetual annual yield (assumed to be known in advance) is a matter of 
simple arithmetical division. Under more realistic conditions, the interest rate 
itself is a factor both in the calculation of the cost and m the conversion of the 
time-limited yield-stream into a perpetual one. The problem becomes mathe- 
matically more complicated, but still not difficult, and the principles are identi- 
cally the same. 


[ 217 ] 



On the History and Method of Economics 

In a capital-using economy, with effective freedom to invest (and 
specifically with new investment going forward in substantial vol- 
ume), it is (to repeat) self-evident that if loans of money are made, 
the effective rate must tend to be approximately equal to the rate 
of return on investment, regardless of the value umt m terms of 
which computations are made. In long-term contracts involving any 
stipulated exchange ratio, this contractual price will of course be 
influenced, in a mathematically simple way, by the general market 
anticipation of future price changes and the prevalent attitude to- 
ward any recogmzed risk of such changes. And if any contract calls 
for payments of “money” at future dates, the amounts will be af- 
fected in the same way by any expected change m the value of the 
money unit. The loan of money at interest is such a contract. 

If loans are made for some entirely different purpose than that of 
constructive investment, they will be made at the same rate, if men 
act “sensibly,” since no one need pay more or take less The only 
“other purpose” which comes to mind is that of the consumption 
loan. A little reflection will show that only a net change m the 
whole volume of such loans outstanding can be counted either as 
demand or as supply in the loan market and then it must be counted 
on both the demand and the supply sides. The logically correct pro- 
cedure in loan-market analysis is to take account of consumption 
loans only by allowing for any increase or decrease in the flow of 
capital into investment which may result from a change in the total 
demand for and volume of such loans That is, if the actual net sav- 
ing in any period is correctly stated, borrowing for consumption 
need not be explicitly mentioned at all. Where there is an effective 
investment market, the rate on other loans is set exclusively in the 
competition for real capital for real investment. 

Speculation as to what the rate of interest would be m a society 
or world with its stock of productive capacity fixed, and with con- 
sumption loans the only ones being made, is practically pointless. 
Assuming an ideally perfect market, the rate would undoubtedly 
fluctuate “wildly” over a wide range of positive and negative values 
between winter and summer and over holidays, etc. This is the situa- 
tion in which the interest rate would be determined (a la Fetter and 
one of Bohm-Bawerk’s theories) by the general market comparison 
between present and future consumption. In the actual world, the 
comparison between present and future is reflected in the volume of 
saving— or eventually of dissaving— and not to any extent in the rate 
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of return. The rate of return can be affected only indirectly, and 
very slowly at best (and under cetens-panbus conditions which are 
contrary to the facts) . Also, a change in the rate of saving may pro- 
duce a disturbance m the market rate of interest, followed by re- 
establishment of the original rate after the period of time required 
to adjust the speed of new capital creation to the changed flow of 
saving into the capital market (or, eventually, to adjust the rate of 
obsolescence to the planned rate of dissaving) . 

Correctly mterpreted and applied, this hypothesis of a world m 
which no investment is taking place is of the greatest importance for 
understandmg the behavior of the loan rate during a depression. In a 
severe depression that formal situation is approximately realized, be- 
cause, as already noted, only a relatively moderate decline in busi- 
ness prospects is required to stop the growth of investment. How- 
ever, the differences between the real world m a depression and the 
world of our hypothesis are fully as important as the common char- 
acteristic of the two, the bare fact that net investment is absent, 
total mvestment stationary. 

Under depression conditions, everyone concerned knows, or 
normally assumes, that the suspension of investment is not due to 
physical conditions (no possibility of productive investment). Nor 
yet is it due to any unwillingness of savers to offer a considerable 
supply of new capital at a real rate equal to what the investment 
would yield, correctly measured in value umts, if economic equilib- 
rium could be restored and freedom and flexibility re-established, 
along with ordinary foresight and confidence. Finally, everyone 
knows that the situation is not caused by any lack of persons able 
and willing to function as entrepreneurs. The condition is known to 
be one of “accidental” disorganization of price relations and fore- 
sight of the future. Men know, in a general way at least, how such 
a condition came about, or at least they know that the economic 
system has got into such a state many times before and has got out 
agam, in a fairly short time compared with the human life-span. 
Hence they naturally assume that the state of suspension of net 
growth of capital and of mvestment demand is temporary. 

There is another vital difference between the real condition dur- 
ing a depression and the hypothetical one of a world m which all 
productive agents are physically given (“original and indestructi- 
ble,” and without any possibility of adding to supply— like the 
mythical Ricardian land). This difference lies in the fact that, as a 
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survival from the preceding relatively normal condition of affairs, a 
very considerable volume of long-term “gilt-edged” bonds exists— 
and a few such issues may also be floated during the depression it- 
self, especially by governments . 15 

The course of events under these conditions is what would be 
expected from simple, general considerations. The loan rate for very 
short periods falls to “zero,” i.e., to a figure which m any instance is 
a measure of the estimated risk and the cost of making a loan, with- 
out any actual interest. The rate as reflected in the price of long- 
term evidences of debt substantially free from risk does not, how- 
ever, fall to anything like this level, for the simple reason that men 
do not expect the depression to last forever. This rate on long-term 
and highly safe loans measures the speculative anticipations in the 
economy as a whole as to the future course of events m the depres- 
sion and especially the course of the rate of return obtainable on 
loans for real investment after recovery is expected to set in, re- 
viving effective opportunity for such investment. This speculation 
is also, as goes without saying, affected to an important degree by 
speculative anticipations of a “fall in the value of money” m con- 
nection with recovery, which is a very important factor in off- 
setting the plethora of idle funds as a force that raises the price of 
bonds and reduces the long-term rate of interest. 

If, for some special reason, men should come to expect an in- 
definite duration of depression conditions, the absence of real invest- 
ment opportunity, present or prospective, would become the pre- 
dominant condition, and ultimately society would approach the 
condition mentioned above, m which saving and borrowing and 
lending would be purely a comparison of present and future con- 
sumption. The form taken by any accumulations made would then 
be a pure speculation in future values of the various forms of (non- 
productive) wealth, for storage, including money. In the conditions 
of our own real world of today, such a state of expectations is hardly 
so remote as to be summarily dismissed from serious consideration; 
but the more probable eventuality is a taking-over of the investment 
and entrepreneur functions by government, i.e., the establishment of 
some kind of collectivism. 

15. These are referred to as “securities” by the currently popular romantic 
school of interest theorists (Mr. Keynes and his followers), making use of a 
“metonomy” convement for their argumentative purposes. 
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KEYNESIAN THEORY OF INTEREST 

The considerations just set forth indicate the amount of validity 
or weight which is to be attributed to a “monetary” theory of in- 
terest. It is possible for a monetary disturbance to bring investment 
to a stop for a time and/or for anticipated change m the value of 
money to be so great as largely to predominate over the real forces 
which “normally” determine the interest rate— i e , the productivity 
of investment. The effects of such factors on the terms of contracts 
of known duration are easily calculable. But the primary datum in 
interest contracts is the expected real rate of yield on investment, 
even during severe depression— as long as this condition is not ex- 
pected to be permanent. Monetary and other derangements act only 
as distorting forces. It ought to be unnecessary to expound to com- 
petent students of economics the general relations between these 
various factors affecting the loan rate or particularly to point out 
the necessity of considering all of them and of separating them. The 
stipulated rate in loan contracts becomes a monetary phenomenon 
precisely to the extent that prospective changes in the value of the 
unit in which such contracts are drawn is the predominant (even- 
tually the only) factor in the calculations of borrowers and lenders. 
It goes without saying that the price of bonds must equalize the at- 
tractiveness of bonds and of money for holding As to the first part, 
the grammatically positive part, of the liquidity-preference theory 
of interest— with an important emendation— there can be no argu- 
ment* . . the rate of interest at any time, being the reward for 
parting with liquidity, is a measure of the unwillingness of those 
who possess money to part with their liquid control over it”— in ex- 
change for bonds. In other words, the rate of interest is the pre- 
mium on present money over future money. The substance of the 
theory is in the negative part of the statement, the denial that other 
things need be considered, making the positive statement an expla- 
nation . . By the same reasoning the price of eggs— of hens or of do- 
does— would be explained by the relative preference for the com- 
modity and for money or “liquidity.” But there is a vital difference 
in the application, a change in the quantity of money would in fact 
tend to change the price of a “good” in the same ratio; but it would 
not change the price of bonds— future money— beyond a possible 
temporary disturbance 16 

16. The quotation is from J M Keynes, The General Theory of Employment , 
Interest, and Money (New York, 1936), p. 167. Beyond reasonable doubt, if the 
conventional monetary unit became too uncertain, but other features of a free- 
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In a discussion of the influence of speculation in the future value 
of money on the rate of interest on loans— under any possible con- 
ditions— the most essential fact is that there is no functional relation 
between the price level and any rate of interest. Consequently, no 
monetary change has any direct and permanent effect on the rate. 
On this point such writers as Keynes and Hicks fall into the simple 
methodological fallacy dealt with in the early part of this paper- 
confusion of the power to “disturb” another value magnitude with 
a real functional connection of causality. Keynes bases his whole 
argument for the monetary theory of interest on the familiar fact 
that open-market operations can be effective . 17 Hicks makes the 
error more palpable by saying explicitly that new currency injected 
into an economy “at first” and “in the first instance” lowers the rate 
of interest, or discount, but afterward raises prices and “ therefore 
tends to increase discount .” 18 But in his entire subsequent argument, 
Hicks assumes without qualification or reservation a definite (in- 
verse) functional relation between the quantity of money and the 
interest rate. 

It is a depressing fact that at the present date in history there 
should be any occasion to point out to students that this position is 
mere man-in-the-street economics. The position is analytically ab- 
surd, and any respectable textbook in economics explains why. The 
rate of interest in its normal aspect as the rate of return on invest- 
ment is the ratio between two value magnitudes, income and wealth 
A change in the unit of value can affect this ratio only as it affects 
one of its terms more than it affects the other. There may (or may 
not) be such a differential effect for a time, after a monetary change. 
Of course if created currency is used exclusively to buy bonds, or 

contract economy were maintained and the disposition to save and invest and 
to make loans for this purpose also continued to prevail, men would cast about 
for some other value unit in which to make loan contracts. 

17. Ibid., p 197. 

18. See Econometrica, V (1937), 151 All this is quoted by Hicks from Mar- 
shall I have italicized the word “therefore” but will not discuss here the question 
raised. Without more explanation than is given by Hicks, or by Marshall, the 
statement is fallacious, only the expectation of a future rise in prices, during the 
term of any loan, will operate to raise the contractual loan rate Hicks ? s Value 
and Capital (Oxford University Press, 1939) does not seem to give a quotable 
statement of a liquidity-preference-function theory of interest His “imperfect 
moneyness” (p. 166) theory mvolves an even more palpable fallacy, since if all 
wealth were “ideally” money the price level would approach infinity, but at 
equilibrium the rate of interest would still be the productive yield of wealth- 
creating investment. But present purposes do not call for an examination of the 
manifold confusions of which unfortunately this book largely consists. 
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even to construct new equipment, it can temporarily raise the rela- 
tive price which the principal, or source, will yield. Such an occur- 
rence is a temporary disturbance only. As a monetary change dif- 
fuses through the economy, it comes to affect all classes of prices in 
the same way, and at equilibrium any relative price will be the same 
as before the monetary change occurred— except in so far as in the 
meantime changes may have occurred in the factors which really 
control the price relation in question. For the interest rate, the con- 
trolling cause is the income-cost of producing capital goods, per 
umt of expected income-yield. Beyond the phenomenon of disturb- 
ance, any expected change m the future value of the unit in which 
payments (of interest and/or of principal) are made will affect the 
nominal rate m long-term contracts in the same way for loans as for 
any contract to make any payment (in the same unit) in the future. 

That a monetary theory of interest should be defended by econ- 
omists of repute is especially mysterious in view of the facts, which 
are directly contrary to what the theory calls for. There seems to 
be no defensible way of defining or measuring the esteem value of 
money for holding (“liquidity preference”) such that its magni- 
tude is not high in depression (relative to anything but monetary 
obligations) when interests rates— by any possible definition— are 
low, and vice versa. But, as we have seen, the facts accord with com- 
mon sense. Short-term rates are low or zero in a depression because 
opportumty for real investment is temporarily cut off, and such 
loans do not require the lender to part with his money, or his com- 
mand over money, for a period significant for changes in its value. 
The decline in the rate of long-term loans (bond values) is much 
less and is easily accounted for in terms of an expected recovery of 
opportunity for investment on the one hand and of the value of the 
unit in terms of real wealth on the other. 

THE QUESTION OF POLICY 

We turn now to a very brief consideration of the problem of ac- 
tion in connection with the business cycle. The sketch of the theory 
which has been given is sufficient to indicate the general character 
of the problem of action set by the phenomenon. Some means must 
be found for preventing individuals, business units, and banks, acting 
separately or in conjunction, from behaving in such a way as to 
change drastically and rapidly the amount of effective money in 
active use— or the velocity of circulation of the total stock of mone- 
tary medium, actual and potential. Such a change causes not merely 
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a movement in general prices ( ceteris fanbus) but more especially 
differential changes m the prices of (a) consumption goods, ( b ) 
capital goods, and ( c ) productive services, especially wages, which 
are the entrepreneur’s costs of production. In a free market these 
differential changes would be temporary, but even then they might 
be serious; and with important markets as unfree as they actually 
are— and prices as sticky and labor and capital as unmobile— the re- 
sults take on the proportions of a social disaster. Hence it is “neces- 
sary” to prevent speculation m money, or hoarding, 1 e., important 
changes in the amount of money held idle General prices and the 
more sensitive prices of final products and regularly marketed capi- 
tal goods must be maintained at a relatively stable level, and the 
public must be given confidence that this action will be taken. 

Such action can be accomplished only by positive monetary con- 
trol. Up to a point, socialistic critics have been right in regarding 
cycles and depressions as an inherent feature of “capitalism ” Such 
a system must use money, and the circulation of money is not a phe- 
nomenon which naturally tends to establish and maintain an equilib- 
rium level. Its equilibrium is vague and highly unstable. Its natural 
tendency is to oscillate over a fairly long period and a wide range, 
between limits which are rather indeterminate. Turning for illustra- 
tion to the field of mechanical analogy, we may think provisionally 
of the difference between the behavior of a balloon in the air and 
any object whatever which is released in water as a surrounding 
medium. The balloon, lighter than the air at the ground level, will 
find its position of equilibrium at a height where its specific gravity 
is the same as that of the displaced air and will remain at that level 
But any object released in water (which is practically incompres- 
sible) will go either to the bottom or to the top It will never re- 
main naturally stable at any intermediate position between the two 
Consequently, either a fish, or a submarine boat built by man, must 
constantly expend energy to keep from rising to the surface or sink- 
ing to the bottom and cannot maintain a stable position at any 
point. The best that is possible is to keep correcting the tendency to 
move in one direction or the other, upward or downward 

This analogy is oversimplified, particularly in that the movement 
of the fish or boat will not ordinarily reverse itself and give rise to 
oscillations; but it does indicate the nature of the problem involved 
in monetary control. The monetary system can never be made auto- 
matic. An approximate constancy in general prices, or in the rela- 
tion between product prices and wages, can in the nature of the case 
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be achieved only by deliberate action, based on constant attention, 
correcting or offsetting incipient tendencies to expansion or con- 
traction. More detailed analysis must be left to the study of mone- 
tary theory as a special branch of economic analysis. Serious prob- 
lems are mvolved m finding a reliable indicator of the actual mone- 
tary position and its changes, m devising a prompt and effective 
mode of action on the monetary situation, and especially m the 
political and administrative field, in safely delegating the necessary 
authority to any human political agency for exercise on behalf of 
society. 

With reference to the use of the cyclical tendency as an argu- 
ment for collectivism, however— or any sweeping action by govern- 
ment outside the monetary field-two very important sets of facts 
should be pointed out. In the first place, with negligible exceptions, 
the business cycle does not work to the advantage of any significant 
group or interest in “capitalistic” society On the contrary, practi- 
cally everyone suffers heavily from it, incurring serious economic 
loss, if not privation. Hence the problem of cycle analysis does not 
arise out of and does not involve conflict of interest This means 
that remedial action is a matter of economic understanding and of 
political intelligence and administrative competence, in matters of 
an essentially technical character. The situation would hardly seem 
to call for solution along lines which would involve the most in- 
tense conflicts of interest and would raise the most serious political 
problems in that regard, while, in addition, the technical organiza- 
tion problems in connection with establishing and operating a col- 
lectivist economy would presumably be of infinitely greater magni- 
tude than those involved in the control of one detail of it, the mone- 
tary system 

The second set of facts relates to the nature of the problem as it 
would present itself to the government of a collectivist society. If a 
collectivistic, or socialistic, state is to preserve any of the traditional 
economic liberties of individuals, it also must operate on the basis of 
money and market transactions, with prices of products and of pro- 
ductive services controlled by competition, in essentially the same 
manner as in the enterprise system The fact that the government 
would be the chief owner of productive wealth, and the “entrepre- 
neur” in the great bulk of economic activity, would not change 
things in that regard The totalitarian-communistic regime in Russia, 
if it ever seriously tried to get away from the pecuniary market 
structure as the general framework of economic organization, cer- 
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tainly did not succeed, but ran into disastrous consquences and soon 
gave up the attempt. Serious realistic contemplation of the problem 
of administering the economic life of a modem nation, using mod- 
ern technology, surely makes it clear that effective administration 
would be impossible by any other method, even if the government 
possessed unlimited power and took no interest whatever in the 
liberties of citizens. In particular, the lending and borrowing of 
money (or credit) would have to be the chief medium of control 
between the government and the managers of concrete enterprises. 

In short, the monetary situation in a collectivist economy would 
have the same character that it has in an individualistic or free-en- 
terprise system, and, in particular, the same tendency to cyclical os- 
cillation would manifest itself and would present essentially the 
same problem of control. Though private individuals would not 
own productive wealth, productive enterprises would m effect do 
so and, at any rate, would have to decide when and in what volume 
to borrow and invest, or to disinvest and pay off loans Both would 
be free to accumulate and decumulate money— unless prevented by 
measures designed and implemented for the purpose. It does not 
seem that the technical and administrative problem would be sub- 
stantially simplified under collectivism or that there is any ground 
for assuming that government would be much more likely to be 
successful m solving the problem Certain kinds of remedial action 
would be carried out more easily in a collectivist state, under the 
conditions which would have to be present for the state to exist at 
all, but on examination these conditions will be found to root in ar- 
bitrary power over the activities and lives of individuals. As has 
been remarked before, there is no problem of unemployment in a 
penitentiary. In any other sense, the argument for collectivism from 
the standpoint of the problem of the business cycle does not seem 
to have much force. The general presumption is that, as already 
suggested, the control of all features of a national economy by a 
central authority would present much greater difficulty than the 
control of one feature. 
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Salvation by Science : The Gospel According to 
Professor Lundberg 1 


In this small volume, based on university public lectures, a prom- 
inent sociologist develops the “scientistic” doctrine for which he is 
fairly well known through articles in professional and popular jour- 
nals. The work represents about the “last word” m simplism of this 
species, that is to say, empiricism with a minimum of implicit ra- 
tionalism. Those who like such literary and intellectual entertain- 
ment are, as a rule, already ardent adherents of the doctrine, but the 
argument is dangerous for several reasons. While the style is me- 
diocre, it is confident and persuasive. More important, Lundberg’s 
view actually rests on very strong evidence and is very largely true; 
but this fact obscures equally important limitations, the human mind 
having a “tropism” (or intellectual original sin) which inclines to 
oversimplification and easy solutions for the hardest problems 2 For 
these reasons, it seems justifiable to examine the book at a length be- 
yond the ordinary review. On the subject of methodology in the 
study of man and society, even an article must be only a sketch; but 
the philosophical naivet£ of a work such as Lundberg’s, dealing with 
the most profound and serious problems, should be reasonably ex- 
posed. 

A critique of a polemic for scientism in the social field may begin 
by noting the fact, as important as it is obvious, that, if simplicity is 

1 A review article, reprinted by permission from the Journal of Political 
Economy, Vol LV, No 6 (December, 1947), on the book, Can Science Save 
Us? by George A Lundberg (New York Longmans, Green & Co, 1947). 

2 For two other recent examples of the type, by a neurologist and a psychol- 
ogist, both of high standing (C. J Herrick and J Kantor), see the April, 1946, 
issue of American Scientist . In philosophy, this position is known as “positivism” 
and is associated with the name of Auguste Comte (On Comte and ms anteced- 
ents see especially F A. Hayek, /‘The Counter-Revolution of Science,” Econo - 
mica, February, May, and August, 1941, see also the same author’s scholarly cri- 
tique of the position, ibid, August, 1942, February, 1943, and February, 1944.) 
The same general view is familiar in this country in the work of John Dewey 
and his “pragmatic” school of philosophy and ethics Dewey is mentioned cas- 
ually in Lundberg’s book, Comte more approvingly. 
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what is wanted, a similar result can be reached as easily, and at least 
as logically, on the basis of opposite assumptions-i.e., by way of 
idealism in any of its forms . 3 

3. Lundberg refers at the outset (p 2) to the work of Chancellor Robert M 
Hutchins, of the University of Chicago, who expounds a moralistic simplism and 
is currently popular as an opponent of Dewey A moralistic view naturally leads 
to the opposite practical conclusion, since the ills of life are due to personal sm, 
the remedy is precisely that preachmg against which Lundberg preaches. To be 
sure, such a program soon runs into one of punishment, administered by the 
“proper” authority But, as we shall see, this is true of scientism also— with a dif- 
ference only in the proper authority Under either system, as in choosing be- 
tween them, it is all a question (m the words of Humpty Dumpty to Alice) of 
who is to be master, specifically (as in the same classical context) of who is to 
decide the meaning of words, for such words as “freedom,” “democracy,” and 
“truth” can readily be defined to beg nearly any serious question m favor of any 
desired answer. 

An especially interesting assimilation of science and social discussion from an 
idealistic direction has recently appeared in Michael Polanyi’s Riddell Lectures 
for 1946, Science , Faith and Society (Oxford University Press, 1946). His theme 
is the moral and social character of scientific activity and an implicit identifica- 
tion of the “reality” studied by science with that which, according to the author, 
underlies all seeking of answers to questions, m contrast with the reduction of 
all behavior and mental life to empirical and mechanistic terms There is also 
much truth— and terribly important truth— m this view, and the emphasis is badly 
needed as a counterweight against the vogue of naive, positivistic scientism Yet 
this position is at least as dangerous as the other if its limitations are not kept m 
mind It tends strongly to run into a sellout of science and hardheaded thinking 
to emotionalism, wish-thinking, and mysticism (In his attitude toward “occult” 
phenomena Polanyi himself stops little, if at all, short of this point he makes no 
reference to any of the social sciences or to the claims of scientific method as 
usually understood m dealing with social problems, he ignores the fact that agree- 
ment is reached without formal coercion in natural science and certain aspects 
of social science but not m the field of law and morals, which is the factual root 
of the whole social problem ) 

Of the two approaches, scientism is probably the more dangerous, especially 
in the English-speaking world, the first and last home of liberalism, for this is 
also the home of “Baconian” science and modem technology and in moral phi- 
losophy has typically embraced a naive utilitarianism It is of some import that 
accidents and ineptitudes of international politics have removed the “Fascist” 
form of totalitarianism, based on German idealistic philosophy and romanticism, 
and immeasurably strengthened the “materialistic” Marx-Stalin brand But the 
mam danger is that scientism contains so much more of the truth, particularly 
of “demonstrable” truth and the kind of truth that is mainly involved m intelli- 
gent guidance of action The effective role of mind m human behavior is small, 
especially as regards ends (where the main problem arises) , most of it is me- 
chanics, which is to say that it is to be described and accounted for scientifically 
The truth of idealism is interstitial, limitational, and it is equally a disservice to 
the cause of “freedom” to deny it altogether and to pretend that its role is or 
could be large But its reality is proved by mere mention of the behavior of the 
scientist himself or of the lecturer on methodology 1 (Lundberg says [p. 67] that 
scientific method is a form of human behavior, but he is blind to the obvious im- 
plications [see concludmg part of this article] ) 
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It is no surprise that our author devotes much of his effort to in- 
veighing against the oversimplification of social problems— by other 
people. Thus his book is anything but an example of the unemo- 
tional scientific attitude which it urges upon others m language 
charged with enthusiasm, scorn, and other emotions It contains 
little or nothing in the way of definite philosophic criticism or con- 
struction No serious attempt is made to define “science” by con- 
crete distinction from other forms of discourse or human activity 
or to show the difference between “good” and “bad” science m the 
treatment of social or other problems Only by laudatory references 
to the “older sciences” and the triumphs of modern technology, in 
contrast with the confusion prevailing in the social field, is it made 
clear that all discussion of the latter must follow the model of phys- 
ics and chemistry and biology. 

It is assumed, rather than argued or explicitly stated, that the 
problems of personal life, social relations, and political and economic 
organization are of the same land as the prediction and control of 
events m (non-human) nature and so will similarly yield gradually 
to the same mode of attack. All that is needful is that intellectual 
leaders hearken to the evangelical message, renounce “vested inter- 
ests,” “romantic star-gazing,” and traditionalist or obscurantist prej- 
udices and be converted to the scientific point of view 4 This means, 
of course, that the problems of life and society are exclusively prob- 
lems of means and ends. Both means and ends are taken as purely 
objective, requiring merely to be ascertained by scientific investiga- 
tion. Such discussion as the book contains— mixed up with preach- 
ing, denouncing, and exhorting and the argument from analogy- 
centers m the nature of ends. Its “contribution” is, or should be, the 
negative one of making it clear to any careful reader— by its confu- 
sion, inconsistency, and ignoring or evasion of obviously crucial 
considerations— that the author’s position is untenable. In this con- 
nection his heroic efforts, especially in the last two chapters, to deal 
with the higher values are especially significant and valuable. He 
attempts to reduce all human purposiveness to the pursuit of “ends” 
in the sense m which these are achieved by technical procedures, 
with “social organization merely a means to the ends that men seek” 
(p. 105); thus the whole problem becomes one of the scientific dis- 

4 . . The principal problems confronting education are these . , . [to] in- 

culcate into our population (1) a rudimentary understanding of what is the na- 
ture of scientific method as applied to human affairs, and (2) a conviction that 
this is the only effective approach” (p. 78). 
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covery of facts and descriptive laws. All else is “art,” an absolutely 
separate domain (cf. p. 234 of this article). 

The very clanty and sweeping character of the statement of 
Lundberg’s position ought to make it superfluous to answer it in 
detail, it will surely suggest cases m which there is obviously much 
more to the story. Associative life has many values (good and bad) 
which it is merely absurd to treat as “ends” m any literal meaning 
of the word. And so also does the individual life, in the sense m 
which any human life is individual. Are hunting and fishing “mere- 
ly” means for obtaimng quarry? What is the relation between end 
and means m a game of solitaire? Or m any game, a social conversa- 
tion, or even a discussion of politics^ Or especially in science itself? 
(We shall have something to say about “truth” as an end and its 
quest as a means. Has our author not heard the adage about pursuit 
and possession?) The least reflection on “play” should expose the 
fantastic oversimplification of a pure means-and-end interpretation of 
conduct. (Yet the author explicitly lists fun and recreation as ends.) 5 
Whether cause and effect means more, even in physical science, is a 
philosophical problem, while biology, even at the “lowest” level, 
has to use such concepts as utility, effectiveness, and competition. 
Every social problem arises out of a combination of harmony and 
conflict of interests, terms which have no meaning in physical na- 
ture. And the more common and obvious problems arise in situa- 
tions m which both ends and means are well known to all parties 
concerned, indeed, they arise out of agreement— out of different 
persons wanting the same thing, whether end or means, of which 
there is not enough to go around. “Wanting” also has no meaning m 
relation to physical things, and one could make an indefinite list of 
other such terms, beginning with “discussion,” or “question and an- 
swer,” or “meaning,” hence “communication” (which the scientifi- 
cist reduces to symbolic behavior). 

Apart from the practical damage that may be done by the scien- 
tistic propaganda, two theoretical problems justify an extended ex- 
amination of the argument. The first is posed by the fact that men 
of superior intellectual powers and equipment write such books, 
which is surely a social phenomenon of importance and a challenge 
to investigation. The second is the more vital and still more chal- 
lenging question of the actual relation between “science” (in some- 

5. For that matter, “work” also is not merely the use of means to achieve a 
given end and still less is the latter merely an empirical uniformity of sequence 
in events 
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thing like the strict meaning of the physical sciences) and other 
types of intellectual inquiry and still other activities of mind that 
are involved m any comprehensive, realistic, or fruitful attack on 
the problems of conduct, human relations, and social action. The 
mam purpose of this review is less to criticize a particular book than 
to call attention to this latter problem m a way that will make it less 
likely to be ignored. Naturally, there can be no question of solving 
it or even of contributing substantially to that result. In the compass 
of a review, discussion of the mam issues must be confined to crit- 
ical observations interspersed m a summary of the author’s treat- 
ment. 

Since false conceptions regarding ends, motives, values, ideals, and 
will are viewed as the mam obstacle to men’s acceptance of the sci- 
entific attitude toward social problems, the bulk of our author’s 
space is devoted to refuting such errors. His own conception of 
these “phenomena” is by no means unambiguous (he completely ig- 
nores the phenomenon of error), but in the main it is that already 
indicated. At the outset, after a few paragraphs on the contrast be- 
tween the achievements of science m other fields and the unhappy 
state of social problems, we confront the mam question* “Why does 
not [man] turn in this predicament to the methods which have 
proved themselves so potent in other fields^” In answer, “The prin- 
cipal reason is simple tradition” (pp. 3-4). But a “second reason” is 
that “most people feel they already know the answers to problems 
of human relations” or (after some ridicule of popular moralistic 
and platitudinous answers) “what we need is not primarily more 
knowledge but the ‘will’ to apply what we already know” (p. 6). 
As to the latter, the author at once remonstrates, “but this will is 
itself a product of certain conditions,” and goes on, “why don’t we 
apply what we know ? ” In answering— after much sarcasm, assertion, 
and preaching— he contrasts our lack of education, our paucity of 
positive knowledge, and the strength of vested and other selfish in- 
terests with the harmony of science and idealism. He then turns (in 
chap. 11 , “Can Science Solve Social Problems?”) to some considera- 
tion of supposed differences between natural and social science. The 
impossibility of controlled experiment is curtly answered by a ref- 
erence to astronomy But the chief alleged “obstacle to a full-fledged 
natural science of human social phenomena is . . . the presence in 
the latter of a unique and mysterious something called motived 
(p. 18). These may corrupt the investigator, but “the danger of 
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biased observation and interpretation is a danger ... in all science,” 
and in both fields “proper scientific training teaches the ethics of 
science as well as technical skill and the use of corrective instru- 
ments to reduce [errors] to a minimum” (pp. 16, 20, and cf. Sec. 
Ill, pp. 20-26). 

With respect to the subject matter of social science, the issue is 
apparently disposed of summarily by defining motive as cause 
“The word is used to designate those circumstances to which we 
find it ‘reasonable’ to attribute an occurence.” While an economic 
determmist, a Freudian, and an astrologer have other views, “to a 
scientist, the motives of a stone rolling downhill or of a boy mur- 
dering his father are simply the full set of circumstances resulting 
m either event [and] these conditions are equally subject to scien- 
tific investigation m both cases” (p. 19). But the question will not 
down, and its two phases are discussed through the next two sec- 
tions— in the latter (Sec. IV) m relation to the notion, or term, “val- 
ue.” “Since valuations or values are empirically observable patterns 
of behavior, they may be studied as such, by the same general tech- 
niques we use to study other behavior” (p. 26). And the argument 
still goes on throughout most of the book— especially m chapter v, 
on “The Arts, Literature, and the Spiritual Life m a Scientific 
World.” Here we find equivalent statements on ends, will, tastes, 
ideals, etc., and even on the behavior of God (pp 93, 98). The ex- 
pression “good taste” must be entirely without meaning. 

The function of science, specifically m relation to ends, is stated 
over and over. 

. . . What science has done in the fields in which it has been applied and 
can do regarding human society is precisely this It can acquaint people 
reliably with (1) the possible alternate courses of action, and (2) the costs 
and consequences of each course Whatever people do under these cir- 
cumstances will constitute their “valuing”— their Values. Values represent, 
therefore, no special or unique problem in the social sciences, as is often 
asserted. All behavior, human and sub-human, may be regarded as evalua- 
tive, and it is as regular and predictable as the behavior of the inanimate 
world [pp. 99-100; see also p. 29]. 

Again, “. . . no science tells us what to do with the knowledge that 
constitutes that science” (p. 31), “any scientist who pretends [to the 
contrary] is a fraud and a menace” (p. 30); and “scientists who con- 
tend that they scientifically determine not only the means but the 
ends of social policy should be exposed as scientific fakers as well as 
would-be dictators” (p. 32). Moreover, “scientific method as ap- 
plied to human affairs ... is the only effective approach” (p. 78 and 
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similarly on pp. 81 and 97). It is true that “the application of scien- 
tific knowledge obviously involves value judgments of some sort 
[but] this problem is equally present m the other sciences” (p. 30). 

However, as is not surprising, this position is not always consist- 
ently maintained. On page 29, after raising the question of a “spe- 
cial function or obligation [sic]” of scientists in determining the ends 
for which knowledge is to be used, the author states (m substan- 
tially the language already quoted) their business as scientists and 
adds “Scientists may then m their capacity as citizens join with 
others m advocating one alternative rather than another, as they 
prefer.” 6 Yet we are told explicitly that “science can be valuable m 
helping men to decide the question of the uses of knowledge” (p. 
34). The nearest we come to an explanation of his meaning is per- 
haps the statement (p. 29) that “the development of the social sci- 
ences . . . will doubtless greatly influence the wants, wishes and 
choices of men,” i.e., “to the extent that [the] reputation and pres- 
tige [of scientists] is great, and . . their tastes are shared by the 
masses of men”, and further, “men will not want impossible or mu- 
tually exclusive things.” This last would be important if it were 
true* It is assumed that the scientists themselves will agree m their 
tastes as to ends, and mutually exclusive things must cover the con- 
flicting wants of different persons and also their conflicting ideals, 
since all serious social problems involve matters of principle as well 
as individual wants. We can only submit that, if such unity is ever 
achieved by intellectual processes, it will not come through the de- 
velopment of “social science” but from a very different kind of 
knowledge. Its subject matter and content are not to be learned by 
merely “asking the masses of men what they want” (p 97) and 
treating the answers as reliable scientific data. The result must be 
achieved along the line of the social philosophy of the idealists (Bo- 
sanquet, Mackenzie, et al ) and their quasi-religious faith in the ulti- 
mate harmony of all “real ends ” 7 Lundberg expressly admits that 

6. The distinction had just previously been made and the question raised of a 
person’s being able to “play [the] distinct roles of scientist and citizen without 
confusing the two. The answer is that it is being done every day ” Illustrations 
are afforded by the vocation of acting and from science and technology. 

We must later have something to say about the behavior of “advocating,” 
mentioned in the quotation m the text. The phrase, “costs and consequences,” 
which is repeatedly used, would doubtless be interpreted as unwanted and 
wanted consequences. 

7 The procedure of M. Polanyi (mentioned in n. 3) reaches much the same 
conclusion as Lundberg— that social discussion should follow the method of sci- 
ence— but argues m the opposite direction Minimizing and then disregarding the 
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“science is not all of life or of knowledge” (p. 14) and that it “is 
only one of the numerous influences that determine an individual’s 
wants and his consequent behavior” (p. 32). Furthermore, “much 
of what is now called social service will be properly relegated to 
other equally honorable departments, such as journalism, drama, or 
general literature” (p. 50). His assumption is that these “behavior 
phenomena” are neither science nor the subject matter of any sci- 
ence and that the findings of their inquiries, as knowledge, belong m 
another realm (that of art [p. 70]) which has no bearing at all on 
the problems dealt with by social science. 

Since it is “these other, equally honorable departments” (includ- 
ing philosophy) that deal with final ends and purposes, much mdeed 
depends on this assumption. It can be valid under any of several 
conditions. The specialists m these fields may agree, by a procedure 
other than science, and be followed by the masses. Or it may not 
matter whether agreement on values exists or not. Or, combining 
these two conditions, agreement may be reached (by some non- 
scientific procedure) to the extent that it practically matters, begin- 
ning with agreement on the extent to which agreement matters, for 
the limit of toleration of differences is a vital part of the social prob- 
lem. 8 This third view seems to be that taken by historical, nine- 
teenth-century liberalism, with stiess on minimizing the need for 
agreement on ends. Lundberg, as we shall see, adopts a more scien- 
tistic position, holding that men must agree through science as to 
means and are already and always m agreement on values and that 
this solves that aspect of the problem. Both of the last two notions 
are clearly false, differences are pronounced and serious, but the 
major problems arise more out of agreement than out of disagree- 
ment on ends, giving rise to conflict over the distribution of means. 
But by attributing all our difficulties to disagreement over means, 
Lundberg “logically” justifies his dictum that “the knowledge of 
how to improve human relations can come only from social science” 


role of sense observauon, manipulation, and inductive reasoning, Polanyi makes 
natural science itself a process like that of discovering a transcendental reality. 
This has a certain theoreucal as well as “sentimental” appeal, but one must note 
that it ignores the basic facts. Scientists agree and the masses accept their au- 
thority without any coercion, while the opposite is true in the fields of juris- 
prudence, morals, and philosophy. 

8. It might be suggested, though it is not (and it would surely be farfetched) , 
that the necessary agreement on values, which are outside of science, would be 
produced by the teachmg of scientific ethics, a part of “proper scientific train- 
ing.” We should also recognize the possibility that the problem has no solution 
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(p. 81)— except for the passages we have quoted in which he seems 
to say that “knowledge” outside of science also affects behavior. 

One more vital proviso should not be overlooked. It is clearly im- 
plied and taken for granted that the process of achieving unity is to 
be non-violent and entirely non-coercive. No effort is made to de- 
fine coercion or freedom, though the latter word is fiequently used. 
Instead, we are regaled with sarcasm about belief m fiee will. Per- 
haps the freedom of the natural sciences should be taken as defini- 
tion by illustration, and perhaps this freedom itself may be vindi- 
cated on purely utilitarian pragmatic grounds of utility to every 
individual, without a value judgment. One misses any explicit atten- 
tion to the question. And one cannot help noting that much of the 
time Lundberg himself is using value judgments, expressed in strong 
language. He is “advocating,” seeking to “convert,” as he virtually 
admits (pp. 29, 99); he is certainly not merely predicting scientif- 
ically (historically) what will happen or demonstrating hypotheti- 
cally what “would” happen under specified conditions (“science” m 
the usual, non-histoncal meamng). Nor can one read his book and 
believe that he regards his “behavior” m writing and publishing it as 
a piece of instrumental manipulation of the public by himself with 
a view to his individual purposes and advantages or simply as a de- 
tail m the sequence of natural events. He seems to regard (scien- 
tific) truth as a value only in the instrumental sense that everyone 
thinks it useful to everyone to have it ascertained and published, but 
this attitude is not that which is most common among scientists. 

In summary, Lundberg’s scientism reduces logically to the follow- 
ing propositions: (1) ends, motives, etc., are data merely, they pre- 
sent no problem for social science, hence no problem at all; (2) 
scientific knowledge alone is required for the prediction and control 
of social events, and (3) the prediction and control of social events 
is all that is required for the solution of practical social problems (at 
least to the extent that this is possible). And we should add that, 
when all this is made geneially known by a proper scientific educa- 
tion, men will be content with what is possible so that, in that cru- 
cial sense, the social problem will be solved by the application of 
scientific method. 

However, the author is far from being consistent and unambigu- 
ous in stating these three points, and something more must be said 
about the first in particular— the relation beween science and ends or 
motives. Adequate knowledge and agreement on ends is by no means 
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always asserted or implied, there is nearly as much indication that 
they must be ascertained by science, which, if it does not tell men 
what to want, has at least to tell somebody— “the state” or “adminis- 
trators”— what the community does and will want (but apparently 
not to tell the men themselves’). At different points m the exposi- 
tion motives are either identical with behavior or activity (p. 26) or 
an mseparable part of it (p. 25) or its cause (p. 19). In any case 
they are to be learned by “observing” behavior, including “verbal 
behavior” (p. 27) or “symbolic behavior,” which includes all the 
phenomena of communication (pp. 68 f.), and all “thoughts, 
dreams, imagination, aspirations, worship, etc.”— what “has been re- 
ferred to throughout history by such words as mind, soul, and spirit 
. . . variously explained throughout the ages.” By “purposes” and 
“ends” we mean “the word pictures that man conjures up from his 
desires and longings” (p. 96) All doubt about the possibility of sci- 
entific determination will be removed by considering the activities 
of a jury (p. 20), and their “scientific” description runs in terms of 
such adjectives as “fraudulent, felonious, malicious, etc.” Moreover, 
“scores of instruments are m use today . . . that detect, reduce or 
measure the bias of our senses and the prejudice of different ob- 
servers” (p 21) and also measure and predict “degrees of happiness 
m marriage, and other equally ‘human’ eventualities”— opinion, 
status, social participation, etc (p. 22). Prediction of election re- 
turns by opinion polls is mentioned several times, without the au- 
thor’s saying how far in advance or how accurately 9 or his raising 
any question about the meaning of measurement or of quantity it- 
self m relation to different sorts of magnitudes. Without at all im- 
plying that these procedures have no scientific or practical value, 
one must challenge the notion that they are to be seriously classed 
with the observations and measurements of physical science. And 
the possibility that the social subject matter itself might be moved 
to do some reciprocal questioning, observing, and inferring, and the 
probability that this might affect the quality of the reports treated 
as data, are assumed to be without significance. Besides, there is a 
strictly objective test. “ . . a thing has value or is a value when peo- 
ple behave toward it so as to retain or increase their possession of 
it” (p. 26), if so, why the bother about questioning and reporting^ 
The statement must be assumed to cover all that is true or needful 

9 The supposed knockout comparison with the weather, also used a few 
tames, does not seem too happy, our concern is with the differences between 
nature and human society as scientific subject matter, but limitations of science 
in the former field are in point. 
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with respect to such values, for example, as natural beauty and 
friends. 

However, the author’s main contention regarding ends— his meth- 
od of disposing of them as a problem— is that already indicated they 
are uniform for all humanity and all history and are already well 
and generally known Hence they do not present any kind of prob- 
lem, scientific or other. “It is disagreement over the means . . . that 
results in conflict and chaos” (p. 32, and similarly on pp 99, 100). 
But the careful reader will note that the agreement is asserted only 
respecting the “broad general wants,” the “principal ends,” the 
“large and broad goals of life,” and the substantial meaning must be 
found m the examples given. These are “physical and social security 
and some fun”, “physical survival, security, and a livelihood for the 
individual and for the group . . group association, activity, and rec- 
reational growth, including artistic, religious and spiritual experi- 
ences” (p. 98, these last already defined as “word pictures, conjured 
up”), and “communion with his fellow creatures and with his uni- 
verse, including his own imaginative creations” (p. 99, quotations 
condensed and slightly rearranged) 

The “ends” named are, indeed, “broad and general,” and agree- 
ment can be asserted precisely because they are mere abstractions. 
Logically, the matter might have been simplified still further by 
sticking to the one word “advantage,” which is actually used to de- 
fine morals or good conduct (pp. 32, 101) There is really, then, but 
one kind of good conduct, the use of means to achieve advantage, 
the nature of which is either known to all or can be scientifically 
ascertained, as can the means (behavior) which will lead to this re- 
sult, and men cannot do otherwise than to follow these courses of 
action. Moreover, the means-end relation in conduct is identical 
with (is nothing but) the cause-effect sequence m inanimate nature 
“The ends men should pursue are . . . matters of opinion and taste 
but opinions and tastes, as such, are also matters of fact” (p 98L or. 
more cautiously, “most questions even of taste and ethics in the end 
turn out to be determined by what people believe to be facts” (p 
99, mostly italics). Finally, as quite logically follows, “taste and 
choice ... is the result of all the experience of our species . . . plus 
all the conditionings of our present surroundings,” and “to say that 
. . . man should pursue other ends, simply amounts to saying that 
man should be a different being than he is, that he should have had 
a different evolutionary history . . (pp. 98, 99). 

One feels embarrassment in posing the obvious question as to 
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whether men think that they themselves and others both could and 
should be more or less different from what they are, without having 
had a different past or even having different surroundings. If they do 
not so think, there is no sense in arguing to the contrary; and if they 
do, they must be in “error,” which is usually taken (rightly or 
wrongly 1 ) to mean something “wrong” and not simply an objective 
empirical fact, like color or movement or other factually descriptive 
predicate. The author’s whole argument clearly has to apply to the 
scientist’s pursuit of truth. First, the end has to be defined as purely 
“advantage” and error as disadvantage— and then what becomes of 
the ethics and idealism of science on which he lays so much stress 5 
And, further, advantage and disadvantage and their “pursuit” have 
to be defined as merely descriptive properties of a mechamcal se- 
quence of events. The alternative is to exclude scientific activity 
both from human conduct and from natural process (for scientism 
the same thing) and treat it as an absolutely unique species of sub- 
ject matter. It is wise of the author, as a debater and propagandist 
(it is even more embarrassing to refer to his numerous pleas for 
enormously greater financial support for his “line” of social science), 
to avoid the question of whether or not science itself, natural or so- 
cial, is a social phenomenon and a part of the subject matter of social 
science . 10 

To say that men act with a view to “advantage” is either merely 
to say that they have objectives— which, incidentally, inanimate 
things do not, and certainly they do not “pursue” ends implying 

10 He comes so close as to say “The fact that the social scientist has always 
been a part of the social structure is no more a handicap to objective study than 
is the fact that he is also a part of the phvsical universe which he studies” (p 19) 

We have seen that he explicitly includes all artistic activity and experience and 
the “spiritual life” as “symbolic behavior” word pictures, conjured up And he 
says that “science, as a method, is a form of human behavior” (pp 66-67), but 
this is incidental to the question of the educational department in which it should 
be taught, and there is no recognition that science may be anything but a course 
of events subject to prediction and control We have also pointed out that, m 
dividing the field of education between science and art, he implies that the latter 
has no relation to science, as its subject matter or otherwise If these “other 
equally honorable departments” yield anything to be called knowledge, that is, 
more or less “right” answers to real questions, the paragraph m the text above 
applies to them also 

Again, on p 71, we find it stated that science and art are “inextricably inter- 
laced at all stages” and “indistinguishable . . m their higher stages and deeper 

meanings ” But the following sentences merely assert a distinction sufficiently ob- 
jective to be useful m the lower registers, with no indication as to which merges 
into the other or the nature of any highei category including both. Whatever 
the unifying category, it must surely be a value (or simply “value”) and again 
our text applies (In such cases as this, inconsistency is doubtless more of a virtue 
than a fault ) 
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success and failure— or it is again to raise the question of truth and 
error, the meaning of “real” advantage. It is no answer to, or con- 
tribution to the discussion of, any intelligible question about con- 
duct. Actually, there are no “ends” of action, 11 all concrete achieve- 
ments are looked forward to as milestones and become means as 
soon or as fast as they are completed. The question is one of the 
qualities or ingredients of “the good life”, the only one that can be 
defined in “objective” terms is maximum time-span, and this is not 
usually considered an unconditional good. Even health is no excep- 
tion. It is a familiar fact and a primary principle of sociology that 
men agree more or less, depending on community or similarity of 
culture, on words designating certain abstract goods such as pleasure 
or happiness or truth, beauty, and goodness. (Lundberg’s lists of ends 
are quite uncritical ) But they agree hardly at all and change their 
individual minds most unpredictably on the conditions occasioning 
their value experiences, which alone can either properly be called 
“ends” or be handled as scientific data. Even food— which, like other 
objects of desire, is either means or end by arbitrary choice— is an 
abstract term, and the particular things so classed— or that will so 
function— vary enormously with cultures and their changes and with 
individuals and their moods. Needless to say, this is more and more 
the case as we ascend into the “higher” values, the instrumental util- 
ity of which is often undiscoverable or negative— and they always 
greatly influence and ultimately dominate the form of satisfaction 
of the so-called “subsistence needs ” Lundberg’s attribution of the 
character of “science” (in the meaning of physics) to such descrip- 
tion, classification, and measurement as are possible and such “laws” 
as are to be found in this field can only be labeled as a “semantic 
error”— the phrase he uses to explain the “confused thinking . . . 
offered by current discussions of Values’ and their supposed incom- 
patibility with science” (p 26) But it must constantly be empha- 
sized that we are not denying the possibility of “science”, it is onlv 
its completeness, adequacy, and exclusiveness as a method of solving 
social problems that are in question. All rational freedom and the 
higher life are as much dependent on conduct itself being mostly 
mechanical as they are on a margin of independent internal deter- 

11. Perhaps we should say “no ends within life,” thus excepting “salvation” 
for another life In so far as men actually treat that as an objective, they do not 
look beyond it. Nor do they attempt to characterize the future life, it is “bliss ” 
without problems of any kind, of action or thinking or judgment or will, and 
without concrete form or content. Lundberg observes (p 10) that the social 
structure of heaven is a dictatorship, but it is also complete anarchy— everyone 
does exactly as he pleases T 
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mmation which makes complete prediction not only impossible (as 
it is everywhere, even m the best physical laboratory) but also a 
contradiction m thought. 

However, all this has to do with individual conduct and is prelim- 
inary to a treatment of genuinely social issues. We must now con- 
sider somewhat further Lundberg’s begging of the whole question 
by assuming agreement and completely ignoring conflict of interest 
of the sort that underlies every social problem. He settles everything 
by the wisdom of Cheshire-Puss, who, m response to Alice’s ques- 
tion as to which way she ought to go from here, replied “That de- 
pends a good deal on where you want to get to”. 

Can science tell man what direction he should go ? Yes, if man will tell 
scientists where he wants to go Should man then do what he collectively 
wants to do^ Assuredly, unless you wish to set up a higher source of wis- 
dom and authority than man’s collective experience through the ages, in- 
terpreted and supplemented by the reliable predictions of scientists as to 
the costs and consequences of different possible courses of action To de- 
clare . . . that man ought to want something else than he does want is mere- 
ly a semantic trick by which the speakers seek to invoke “ethical princi- 
ples” derived from some source outside of nature m support of what he 
himself wants man to want [p. 101] 

And so on, about universities telling man what to want, the creden- 
tials of those who set themselves up as the authority, man as a “child 
of nature,” etc. 

It should not be necessary to point out the evasions and absurdi- 
ties (or the imputation of evil motives) in this, but it evidently is 
necessary— if it will do any good 1 Apart from the “if” clause, which 
should suggest philosophical but obvious questions, we note that 
“man” is used collectively to beg the question of agreement and 
(logically still more important) that “man” is sharply set over 
against both the “scientists” and all others who “presume” to set 
themselves up as a higher authority, which they claim to derive 
from a source outside nature and experience “Man” is a part of na- 
ture, but scientists, m particular, are not a part of “man.” “Nature” 
means just what Lundberg wants to include, to support his own 
propaganda for science, i.e., for scientists. “Trick” (i.e., deception) 
is a characteristic of this part of nature, as is “wanting” some other 
part to “want” (and to believe) one thing rather than another and 
also “advocating” “preference” (p 29) and “trying” to “convert 
one another,” while “insisting” on “conformity” to “mores” that are 
“accepted” and “enforced” (p. 99) Yet scientific description of 
their behavior (by a part of the part in question) is all that is to be 
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intelligently said about man, the class of objects that does and suf- 
fers all these things. The statement that individuals or minorities, or 
even majorities, may indeed disagree with the goals which their cul- 
ture as a whole pursues but that such questions of taste and tem- 
perament may be left to them, as nearly as is compatible with com- 
munity standards (p. 99), is supposed to raise no question as to who 
is doing what, to whom, or why. And possible “compromise or de- 
feat of the more ultimate or desirable goals ... is a question of 
fact” {ibid ). 12 

Finally, any careful reader should note that in all Lundberg’s lists 
of wants (“what men actually want”), they are assumed to be pure- 
ly individual. He astutely avoids all mention of such things as power, 
prestige, relative status, and winning versus losing in any form of 
contest or competition where “advantage” is necessarily disadvan- 
tage to someone else And he is likewise oblivious of the conflicts that 
grow out of agreement— wanting the same things which are limited 
in supply or things that are products of the same indirect and lim- 
ited means— and of similar conflicts over who is to bear the “costs” 
to which he constantly refers, in relation to whose wants are to be 
gratified, though such problems are nowhere more conspicuous than 
m “science” itself and “education.” 13 

We should not give the impression that our author, in advocating 

12. All this nonsense is inherently a part of the pragmatic moral and social 
philosophy, Lnndberg may be a little less cautious m his statement than Dewey 
is, but quotations essentially the same in meaning permeate the latter’s book, 
Liberalism and Social Action, and other works “Pragmatism” is the name current 
m America and “utilitarianism” m England, while elsewhere m Europe “positiv- 
ism” or “logical positivism” is more familiar Adherents generally describe the 
position as “empirical” and “naturalistic ” But does “nature” describe, explain, 
theorize, and dispute^ 5 Yet this is the philosophy on the basis of which modem 
liberalism was ostensibly developed 

13. Economics is the social science most concerned with wants and costs and 
is of especial interest to most who will read this review As far as noted m care- 
ful and repeated reading of Lundberg’s book, economics (apart from financial 
support of social science) is referred to just once The passage is interesting “A 
competent economist or political scientist should be able to devise, for example, 
a tax program for a given country which will fall in whatever desired degrees 
upon each of the income groups of the area concerned. Social scientists should 
be able to state also what will be the effect of the application of this program 
upon income, investments, consumption, production, and the outcome of the 
next election” (p 31). This clearly disposes of the whole problem of taxation— 
“for example” 1 But, while we are quoting, the problem of education (another 
example, generously offered) is similarly finished off m the same paragraph “In 
the same way, competent sociologists, educators, or psychologists should be able 
to advise a parent as to the most convenient way of converting a son into an A1 
Capone or into an approved citizen, according to which is desired ” 
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“science” as the “only effective approach” to social problems— the 
“only source of knowledge of how to improve human relations”— 
avoids all reference to the crucial problem of the relation between 
controller and controlled ( quis custodet custodes ?). His main con- 
cern is to show that the scientists themselves will be harmless, hav- 
ing no power over the use to be made of the knowledge which they 
provide. We have seen above (p. 231) how emphatically the nega- 
tive point is made and also (p. 231) that “scientific ethics” (a result 
of “proper scientific training”) will prevent scientists from having 
any “bias,” any interest that may conflict with finding and stating 
the objective truth. But this is not the whole story, and the refer- 
ence to “training” suggests a glance at what the author says about 
education, which may be viewed as the heart of the problem of 
authority and control; for no fact is more familiar historically, and 
particularly in the light of current history, than the vast power of a 
despotism to “condition” the bulk of a population (the few hereti- 
cal exceptions are easily “liquidated” with the enthusiastic approval 
of the masses) to believe and to want virtually anything or, m gen- 
eral, to make them devotedly loyal to itself, believing what it pro- 
mulgates as truth and unquestiomngly obedient to its command. 14 
And, accordingly, control over education is the first and the key ob- 
jective of every despotism, political or ecclesiastical (they are all 
combinations of both forms). It is quite true, as our author says 
(p. 100), that “the dictator does not fly in the face of the most gen- 
erally accepted underlying mores of his people”; but this fact sets 
no limitation on the power of one who knows under what condi- 
tions wants, will, ideals, etc , arise and how to control these condi- 
tions. 

On education, our account can be quite brief. Practically all that 
we are told about it is contained in the passage already quoted (n. 
13 of this article) about the ability of science to advise parents how 
to make a son “into an A1 Capone or into an approved citizen, ac- 
cording to what is desired.” The long chapter on “Education in a 
Scientific Age” (chap, iv) consists almost entirely of assertion as to 
what education, organized around modem science as its unifying 
discipline, “could” do and preaching as to what it “should” be like 15 

14 How far this is done by the use of “scientific method ” taught by scientists, 
is another question, if space allowed, some consideration of this would be highly 
relevant to the general issue 

15. The first section of this chapter is typical sarcasm contrasting science with 
the “good time moralizing” that is enjoyed by Americans in particular: “men 
and nations shouldn't behave in certain ways, therefore . . . they won't ... if we 
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In other chapters our author comes closer to explicit grappling 
with the power problem, and certain features of his conception of 
the proper political order are discernible. We quote most of a para- 
graph which admits the necessity of government 16 and indicates his 
attitude toward it. 

Even when the alternate possible courses [of action] have been laid be- 
fore a community and the costs and consequences of each have been 
pointed out, there will still be differences of opinion because of different 
tastes and temperaments as to which course we should pursue. This must 
be decided, as it has always been decided, by whatever method of con- 
sensus happens to be accepted and accredited, or at least happens to be 
operative, m the group These methods vary all the way from purest de- 
mocracy, through the various types of aristocracy and authority, to so- 
called absolute dictatorships ... 

For myself, I happen to prefer the democratic method [and] I accord- 
ingly rejoice . . in the development of instruments for opinion and atti- 
tude measurement which, if properly applied, could perhaps restore the 
vitality of the relatively pure democracy which has fallen into consider- 
able disrepute because of the obsolete technology through which it seeks 
to function. If future generations develop still other mechanisms of achiev- 
ing community, I certainly will not insist that they blindly adhere to the 
techniques to which I am habituated. 

Government, then, is not a social problem, m this field whatever 
happens is “right” or inevitable, which is the same thing for all 
practical purposes. 

In his concluding chapter (chiefly a tirade against the United Na- 
tions setup) our author is slightly more specific. “What is to be 
gained by organization unless administrators know what to do, in- 
cluding how to secure . . . support for action which can be shown 
to be adapted to the ends sought?” (p. 112). “Administrators,” then, 
are a third class, placed in opposition both to “scientists” and to 
“man” or “the community”; but their position is left as unclear as 
the question is interesting They are the ones who are to know what 
to do and to have the knowledge, and whatever else it takes, to se- 

exhort them enough” The second section raises the question, “What, then, 
should be the content^ .” (our italics) , and the rest of the chapter is taken up 
with general and hortatory statements of opinion about present-day “defects” 
and how to remedy them, answers to “objections,” etc 

16 The necessity is inconsistent with, and implicidy qualifies, the view that 
agreement on ends already exists, that agreement on means will be established 
by science, and that the result leaves no social problem unsolved Any concep- 
tion of means and ends m conduct is inconsistent with the more strictly scien- 
tistic view of ends simply as behavior to be scientifically described, makmg end 
and means meaningless terms. 
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cure support for their measures. We are apparently supposed to be- 
lieve that “scientific ethics” will be a part of their “proper training” 
also and that they will see and follow an absolute distinction be- 
tween means and ends and will only find the ends— either by “ask- 
ting] the masses of men what they want” (p 97) or by asking the 
scientists— while enforcing use of the means which the scientists 
make known to them Such enforcement is their sole function. Be- 
tween administrators and scientists there is to be a neat and perfect 
division of labor, into which “man” the citizen also fits, in the role 
of docilely doing what he is told, 1 e., what “science” tells adminis- 
trators is good for him. Neither the scientists nor the administrators 
will take any active interest in the doings of the other group— what 
is done with knowledge or what knowledge is sought and provided. 
There will be perfect accord within each class and between classes 
on a thousand points where common sense sees obvious clashes of 
interest It must be established by the mores or by some inscrutable 
power, directly or perhaps through “proper training,” inculcating 
“scientific ethics.” 17 

Freedom and power are most fully dealt with in chapter iii, “The 
Transition to Science m Human Relations,” beginning with Section 
III, on the costs to be incurred. Naturally, the first cost is giving up 
moralizing and sentimentalizing about society and its problems. It 
“would probably deprive us in large measure of the luxury of in- 
dignation ... as regards social events.” An example is our recent 
“great emotional vapor-bath directed at certain European move- 
ments and leaders. Such indignation ministers to deep-seated, jungle- 
fed sentiments of justice, virtue,” etc, and is later (scientifically^) 
described as “frothing at the mouth.” The second cost is abandoning 
or redefining “concepts like freedom, democracy, liberty, independ- 
ence, aggression, discrimination, free speech, self-determination,” 
and others, which “have never been realistically analyzed by most 
people.” And the third is abandonment of “cherished ideologies , re- 
sembling . . their theological predecessors” (pp. 43-45). A sneering 
derogation of democracy, with indirect praise of contrasting forms, 
is repeatedly expressed. Again, Lundberg personally happens to like 
it, “with all its absurdities,” but the scientific significance of his at- 
tachment may be, in fact, to show his “unfitness to live in a chang- 
ing world” (p. 46). At a later point (p. 52) it is indeed recognized, 

17 One might suggest “God,” but Lundberg assures us that “God is clearly a 
being with remarkably and demonstrably regular habits” and that he (Lund- 
berg) can predict His will and choices, like those of men, “by exactly the same 
techniques I use to predict other natural phenomena” (p 93). 
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m an indirect way, that liberty is a value on its own account, a “de- 
sired result,” and apparently worth some costs, but “result” and 
“costs” must be objectively defined and the connection demon- 
strated. And the analysis of such concepts as freedom and democ- 
racy, already referred to, is “sure to seem like an attack upon these 
cherished symbols and the romantic state of affairs for which they 
stand” (p. 44). 

The one concrete case considered is the freedom of science, and 
the tenor is to pooh-pooh the idea of a positive connection between 
this and political freedom. 

The favorite cliche . . that “science can flourish only m freedom” . . . 
is a beautiful phrase, but unfortunately ... the historical fact is that sci- 
ence has gone forward under a great variety of forms of government, and 
conversely ... has been suppressed and frustrated by each of the same 
types, including democracy. The first truly popular democratic govern- 
ment in Europe, namely, the French Revolution [sic], declared itself to 
have “no use for scientists” and proceeded to behead Lavoisier, the father 
of modem chemistry. 

And some American states have passed laws against teaching evolu- 
tion. The author himself would, he assures us, condemn attacks on 
science and “freedom,” wherever they occur. Is it “scientific” to 
condemn, or merely to describe such attacks and the conditions un- 
der which they arise or go on> 

The difference between democracy and dictatorship seems to be 
unimportant, but, m any case, we need have no fear of the latter as 
a consequence of social science. The proof is that “dictatorship . . . 
has not accompanied the rise of the physical sciences” (p 30). The 
ordinary citizen, who now accepts rather blindly the authority of 
physical scientists, will merely adopt “a similar attitude toward the 
conclusions of social scientists,” although this “is suspected of being 
authoritarian, as indeed it probably is.” But 

A lot of nonsense has been spoken and written about authority in recent 
years We need to recognize that it is not authority we need fear but in- 
competent and unwisely constituted authority. When we undertake to 
msist on the same criteria of authority in the social as in the physical sci- 
ences, no one will worry about the delegation of that authority, any more 
than he worries about the physician’s authority. All persons who presume 
to speak with authority will be expected to submit credentials of training 
and character of the type that physicians and other professionals now 
submit, and to the state , at that . . . [and] whether they purport to speak 
for God or nature. The state may in turn delegate the function of for- 
mulating and administering these requirements back into the hands of the 
members of the profession concerned . [while] maintaining the ultimate 
authority in the hands of the community’s accredited governmental agen- 
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cy. . . . [To] find this idea authoritarian, fascist and what not [is] name- 
calling ... an attempt to distract attention from somethmg one is afraid 
to examine [pp. 51-52]. 

And early m the book we are warned to a beware against making 
fetishes of words like Fascism, Commumsm, and Democracy” (p. 10). 

One feels estopped from serious criticism of such a social philoso- 
phy and social order, as much because of its inherent and palpable 
absurdity as because pointing out the obvious would be name-call- 
ing and making fetishes of words. To this latter “argument” the too 
obvious rebuttal is the tu quoque, meant as objectively as possible, 
plus the very serious observation that, beyond a certain point, hu- 
man and social phenomena cannot be described in terms free from 
all flavor of approval and disapproval. One may use a definition of 
“thief” from a dictionary of legal terms instead of the word itself, 
but the meaning will be the same, and it will not be primarily an 
empirical description of behavior and of its “consequences.” Use of 
the word “costs” is a surrender of the position, since it is a teleo- 
logical and not an empirical-behavioristic term, it implies either 
some end assumed as given or a superindividual norm that is “objec- 
tive” but m a sense utterly different from the data of sense obser- 
vation. Nor are purely individual ends or wants (mere taste, in con- 
trast with good taste— or, for that matter, opinion m contrast with 
fact) on a par with sense data. Internal mental activity, not mani- 
fested at all m external behavior of any land— or, worse still, falsely 
represented, either through error or intentionally— is an essential 
part of the “conditions” under which wants and behavior arise. Mo- 
tives are m part analogous to force m mechanics, but only m part. 
Forces are known only by inference from observed and measured 
effects, hence the two must correspond; but for motives we have 
numerous and subtle sources of information, and they give conflict- 
ing and certainly inaccurate reports. The motives of the observer 
are an essential part of the data, and these are very inaccurately 
known, and that to a negligible extent through sense observation, 
cancel them out, and, instead of securing objectivity, a major prem- 
ise of inference is destroyed. Further, a premise of natural science is 
that observation and publication do not change the material ob- 
served, and in human relations this is false. 

The heart of the matter is that the scientist and scientific beha- 
vior are themselves social phenomena, and, while they are physical 
phenomena too, the scientist cannot regard or treat them as merely 
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and purely physical or mechanistic. Empirical prediction of an ex- 
periment and its result is self-contradictory; if that can be done m 
advance, it is not an experiment and will not be carried out. No 
scientist would think of predicting empirically the course of events 
in his own laboratory or that of any other scientist who is really in- 
vestigating There must be a one-sided relation between an explorer 
and his material and even more obviously between a controller and 
the matter controlled. If two persons predict each other’s behavior 
and act on their predictions, each will falsify the prediction of the 
other. And, finally, to the extent that an individual does “predict 
and control” the behavior of others, he operates on the basis of co- 
ercion or deceit, and these concepts have no meaning for the rela- 
tion between men and inert natural objects. (In fact, deceit is al- 
ways a factor m coercion and especially when it is so effective that 
the subject thinks his action is a free choice.) The social scientist 
who seeks a real understanding and effective social action cannot 
ignore relations of mutuality of interest between himself and his 
subject matter and between the units which make up the latter. He 
cannot be a “solipsist” (however logically satisfying it might be), re- 
garding all other human beings as belonging to a wholly different 
order of being than himself, beings who merely respond mechani- 
cally to situations that can be accurately observed, described, and 
measured from without, for he “knows” that these others also raise 
and answer questions, more or less rightly or wrongly, while he 
legitimately assumes that mere physical objects do not (though 
neither proposition can be strictly proved). 

For a genuine understanding of social phenomena and problems 
we “obviously” have to use the methods and concepts of various 
sciences, physical, biological, and “psychological” in a broad inter- 
pretation; but, in addition, we have to enter other universes of dis- 
course. Whether “adaptive response” can be interpreted mecha- 
nistically is a disputed question; but human beings engage in rational 
manipulation , which certainly involves more than either or both. 
And, apart from various forms of quasi-mechanical interaction and 
one-sided “control” among themselves, they to some extent reach a 
consensus through discussion, which cannot be conceived in terms 
either of mechanics or of the use of given means to achieve given 
ends Ends are also in part problematic; and discourse which rec- 
ognizes them as such cannot make sense without reference to norms, 
“values,” which are more than individual wants, as the latter are 
more than empirical facts. 
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The Role of Principles m Economics and Politics 1 

The more than generous words of introduction by the chairman 
may suggest or illustrate the underlying theme of my remarks to 
follow— the conflict of values. Needless to say, the value qualities of 
an introduction he in the fields of morals and aesthetics. No one 
would think of applying the category of truth. And as to utility, the 
“function” of an introduction seems to be, by a little amiable and 
gracefully stated prevarication, to add to the embarrassment of the 
speaker— if he has enough modesty or candor in self-appraisal to be 
subject to embarrassment. I say this, not to return unkindness for 
kindness, but for the serious purpose stated of illustrating what 
I believe to be a profoundly important principle m connection with 
principles; and I wish I had more time than I shall be able to take, 
to consider in particular the conflict between truth and other values, 
specifically m a liberal ethic and culture. 

Let me add that I am modest and candid enough to be “plenty” 
embarrassed already. It is not only my inadequacy to the occasion 
and dislike of disappointing an audience such as this. The occasion 
comes to me at a time when members of our profession cease, by 
the usual official standards, to be useful and are pensioned off— de- 
cently and quietly laid on the shelf. Standing at this vantage point 
and surveying the history of our society, of west European civili- 
zation, and of the world, during the generation and more in which 
I, with colleagues in economics and other branches of what is called 
social science, have been diligently “improving” that society and the 
world, I find little cause for jubilation or enhancement of self-es- 
teem. And if I turn to view the standing of my profession in the 
world, or that of my special branch of it, dealing with principles or 
“theory” in the profession as a whole, I get no more comfort from 
what I see. So, I have proposed for the address, which custom de- 
mands on this occasion, a bit of general stocktaking. Such an en- 
deavor is itself reasonably in accord with custom, if somewhat 

1. Presidential address delivered at the Sixty-third Annual Meeting of the 
American Economic Association, Chicago, December 28, 1950. Reprinted by per- 
mission from the American Economic Review , Vol. XLI, No 1 (March, 1951). 
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strange for a ‘learned society,” and I hope it is a custom not dis- 
honored in the observance. Custom also allows the speaker, perhaps 
especially one of the age of this incumbent, to take a somewhat per- 
sonal or reminiscent tone and to verge toward the character of a 
sermon rather than that of science or scholarship. 

My embarrassment not only at standing before this audience but 
m all teaching and writing about economic principles is not new, as 
its source is not. I have been increasingly moved to wonder whether 
my job is a job or a racket, whether economists, and particularly 
economic theorists, may not be in the position that Cicero, citing 
Cato, ascribed to the augurs of Rome— that they should cover their 
faces or burst into laughter when they met on the street. Thus, for 
reasons which I hope to develop briefly, my interest has of late 
tended to shift from the problems of economic theory, or what 
seem to be its proper concerns, to the question of why people so 
generally, and the learned elite in particular, as they express them- 
selves m various ways, choose nonsense instead of sense and shake 
the dust from their feet at us. And also, why the theorist is so com- 
monly “in the doghouse” among economists, as classified by aca- 
demic faculty lists and books and articles m learned journals carry- 
ing the word “economic” in their titles. 

I also note that the period of my career as an economist has been 
marked by a senes of “movements”— I will not say fads— in econom- 
ic writing and teaching, consisting largely of attacks on traditional 
views of the nature and function of economics, in which the term 
“orthodoxy” commonly appears as a “cuss word,” an epithet of 
reproach. The critics, aggressors, have more or less explicitly advo- 
cated the abolition of an economics of economic principles and its 
replacement by almost anything or everything else, other principles 
if they can be found— psychological, historical, statistical, political, 
or ethical— or no principles at all but factual description of some 
sector of social-human phenomena called “economic” for reasons 
not clear to me. I cannot comment in detail on these fashions in 
thinking The latest “new economics,” and in my opinion rather the 
worst for fallacious doctrine and pernicious consequences, is that 
launched by the late John Maynard (Lord) Keynes, who for a dec- 
ade succeeded in carrying economic thinking well back to the dark 
age; but of late this wave of the future has happily been passing. 

This same period of history has also seen a growing disregard for 
free economic institutions in public policy, increasing resort to leg- 
islative and bureaucratic interference and control, the growth of 
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pressure groups employing both political and “direct” action to get 
what they want, and with all this the debasement of the state itself, 
completely in much of the European world, from free forms to ruth- 
less despotism. It is surely legitimate to ask whether there is some 
connection between the movement of economic thinking and that 
of political change. 

Now all thinking involves “principles” in some sense, at least the 
formation of concepts and fitting of concrete data to concepts 
through propositions Surveying the quality of economic thinking 
in matters of policy which seemingly tends to win out, one faces 
the unpleasant question whether, if people will not think more or 
less correctly, it is good for them to think at all. Perhaps it might 
be better to go back to the good old days when men believed and 
did what they were told by hoary tradition and constituted author- 
ity. For so the great mass always lived, prior to the advent of our 
historically unique west-European civilization a couple of centuries 
ago. Perhaps the “principle” of authoritarian dictatorship is right 
after all— or inevitable, which for practical purposes comes to the 
same thing— as large groups even in this country insist and preach. 
And I do not mean only the Communist party and its sympathizers, 
there are others, far more numerous, who are among its most vocif- 
erous opponents. For one totalitarian party will naturally hate an- 
other with different leaders and slogans far worse than they will 
hate those who stand for freedom. 

My doubts and discouragement— for there is no reason to avoid 
such words, since I propose here to place truth ahead of other values 
—are not new. It has long been my habit to mention to classes the 
sinister import of such intellectual phenomena as protectionism in 
foreign economic policy; and the perpetual popular demand for 
making capital cheap by manufacturing money; and for creating a 
demand for labor by enforcing all sorts of inefficiency, waste, and 
even destruction The free traders, as has been said, win the debates 
but the protectionists win the elections, and it makes little difference 
in our policy which party wins, the avowed protectionists or the 
professed free traders. Inflation is of course to be brought on as a 
more pleasant alternative to taxation and then suppressed by law 
and police action. Try to get people to see that if the value of 
money has been depreciated by, say, 45 per cent, any price, charge, 
or tax that has not risen in money terms by over 80 per cent has ac- 
tually been reduced If the rulers of democracy, the demos, will not 
heed simple arithmetic, what is the use of talking and writing about 
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problems which really are problems-not to mention developing 
higher mathematical formulas in which the “given” magnitudes must 
be largely guessed at. Why engage in public discussion at all, unless 
one is content with what seems to be our role to serve as an antidote 
to the poison being disseminated by other social scientists, even 
economists? Is it not insultmg one’s own intelligence? 

The serious fact is that the bulk of the really important things 
that economics has to teach are things that people would see for 
themselves if they were willing to see. And it is hard to believe in 
the utility of trying to teach what men refuse to learn or even seri- 
ously listen to. What point is there in propagating sound economic 
prmciples if the electorate is set to have the country run on the 
principle that the objective in trade is to get rid of as much as pos- 
sible and get as little as possible in return, if they will not see that 
imports are either paid for by exports, as a method of producing the 
imported goods more efficiently, or else are received for nothing, 
or if they hold that economy consists in having as many workers as 
possible assigned to a given task instead of the fewest who are able 
to perform it? Of late I have a new and depressing example of popu- 
lar economic thinking, in the policy of arbitrary price-fixing. Can 
there be any use in explaining, if it is needful to explain, that fixing 
a price below the free-market level will create a shortage and one 
above it a surplus^ But the public oh’s and ah’s and yips and yaps 
at the shortage of residential housing and surpluses of eggs and po- 
tatoes as if these things presented problems any more than getting 
one’s footgear soiled by deliberately walking in the mud. And let 
me observe that rent freezing, for example, occurs not at all merely 
because tenants have more votes than landlords It reflects a state of 
mind, a mode of reasoning, even more discouraging than blindness 
through self-interest— like protectionism among our middle western 
farmers. 

One must grant that some critics of rationalistic economics seem 
to have something in their contention that theories based on the 
assumption that men are reasoning beings run contrary to facts. 
But, from the standpoint of policy, the question is, will they be 
more reasonable in more sweeping political action, considering that 
it is absurd governmental policies which lead to the criticism in the 
first placed However, one notes that protectionism and “feather- 
bedding” of organized workers and even monetary inflation are not 
(not often) carried to the logical point at which all exchange and 
specialization through exchange would stop or all accumulated re- 
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sources be eaten up. Explanation of policy might conceivably get 
farther if we did take a more psychological tack and instead of rea- 
soning logically, ask why men believe and practice nonsense but in 
general act so much less irrationally than they argue— and what 
follows from that. Presumably our lucubrations must have some 
relation to the public interest if we are to expect public support; 
but why they pay us for it anyway is one of the deep economic 
mysteries, one might say another striking example of popular eco- 
nomic irrationality. However, any politician can always find an 
“economist” to indorse any position or policy he sees fit to advo- 
cate, and perhaps this is the proper function of our “science” in a 
democracy. 

Let me say here that I feel like apologizing for the negativistic 
and even complaining tone of my remarks so far— for there is no 
transgression more unforgivable than refusing to be “optimistic” and 
“constructive.” But I started out by mentioning the conflict of 
values and especially that between truth and other values and have 
said that on this occasion I propose to give a considerable preference 
to truth over other standards. It is an advantage of getting old, 
which I believe even Cicero overlooked in his great apology for age. 
A certain independence goes with getting to a point where one will 
hardly be hunting a job or running for office or (probably) even 
courting the ladies. One may then indulge in the luxury of a moder- 
ate amount of candor, even of calling a spade a spade And unpleas- 
ant truth— and truth is likely to be unpleasant or we should not 
place so much stress on optimism— may be useful, up to a point. I 
would not carry it too far, but occasionally, and in homeopathic 
doses, as it were. I am reminded of a deep philosophical observa- 
tion made by a high politico in a speech some years ago, here in 
Chicago I believe, as reported by T. V. Smith: “The time has come 
to take the bull by the tail and look the situation square in the 
face.” It has occurred to me that one of the interesting “facts of 
life” is that the expression itself refers to things so ugly or un- 
pleasant that they are to be kept out of sight or explicit mention. 
If time allowed, I should like to follow this out with some “re- 
search” into the reasons why our professional stock in trade is re- 
ferred to as “the dismal science.” At any rate, I do wish to stress the 
importance of negative conclusions, particularly in relation to ac- 
tion, the advisability of not doing things that will make matters 
worse, and the fact that principles of economics do have in a high 
degree this unromantic sort of value. And perhaps this applies to 
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knowledge m general. A humorist once popular in this country 
stated my favorite “principle” m education. “It ain’t ignorance that 
does the most damage, its knowm’ so demed much that ain’t so.” 

I also spoke earlier of philosophizing, or preaching, m contrast 
with more objective discourse. A sermon should have a text, and I 
have found a suitable one m the gospel according to “Saint” the 
Marquis de Talleyrand-Perigord The only good principle is to have 
no principles ( le seule bon prmcipe est de rten avoir (mcun). Talley- 
rand, to be sure, is not regularly listed among the evangelists. But 
he was m fact a bishop m the Church, and another churchman, of 
the civilized eighteenth-century French pattern, the abbot Galiani, 
had earlier stated the same creed. And, anyhow, the saying suits my 
purpose as a text. It is, no doubt, usually enjoyed and dismissed as a 
witty cyjiicism; but I propose to treat it quite seriously, as a start- 
ing point. Not literally, I admit. It is an epigram, and an epigram 
has been defined as a half-truth so stated as to be especially annoy- 
ing to those who believe in the other half. I wish to stress both 
halves, the value of principles as well as their limitations Accord- 
ingly, I must reword the text into one of rather the opposite literal 
import. The right principle is to respect all the principles, take them 
fully into account, and then use good judgment as to how far to 
follow one or another in the case in hand. All principles are false, 
because all are true— in a sense and to a degree, hence, none is true 
in a sense and to a degree which would deny to others a similarly 
qualified truth. There is always a principle, plausible and even sound 
within limits, to justify any possible course of action and, of course, 
the opposite one The truly right course is a matter of the best com- 
promise or the best or “least worst” combination of good and evil 
As in cookery, and in economic theory, it calls for enough and not 
too much, far enough and not too far, in any direction Morever, 
the ingredients of policy are always imponderable, hence there can 
be no principle, no formula, for the best compromise That laws 
must be stated in sentences partly accounts for the familiar “princi- 
ple,” “the law is an ass.” And if people don’t have good judgment, 
or won’t use it, it is “just too bad,’” for themselves and for others 
over whom they have power. 

After so much by way of “preliminary,” I am at last ready for 
some consideration of economic principles. These have, or surely 
ought to have, two kinds of significance* in explaining what does 
happen and in providing guidance for bringing about what is 
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thought desirable or what ought to happen. In the first role they as- 
similate to principles of science, in the second, they raise questions 
of political principle, since action must be primarily political, and 
both economic and political principles are inseparable from ethics. 
Political principles are of course affected by the same ambiguity, 
they both explain and direct, and this is also true in a sense of the 
ethical. The problem is complicated by the tangled relation between 
the two concerns, explanation and critical evaluation, for these also 
are inseparable, yet are finally contradictory. A complete explana- 
tion shows why an event is inevitable, given the antecedent circum- 
stances, hence it excludes purposive control. Here I propose, after a 
brief reminder of what the main economic principles are and what 
they mean, to consider them m the light of three questions* their 
value or usefulness, their limitations, and the possible alternatives— 
all with respect to explanation and guidance of action. I need hardly 
say that all these topics raise the deepest philosophical issues and that 
only a few general and superficial observations, selected rather arbi- 
trarily or at haphazard, are possible here. But let me note at once 
that Talleyrand was referring to moral principles in connection with 
political action, and it is with respect to these in particular that I 
wish to sound an emphatic warning. The most pernicious and abom- 
inable principle of all, though it has been stated and preached by the 
highest authorities, ecclesiastical and lay (from Athanasius to Kant), 
is the principle of acting on moral principles— “do right though the 
world perish.” That is— as will be found to be true of moral princi- 
ples generally— false and pernicious if it is taken to mean anything 
in particular, anything beyond the best compromise, the best com- 
bination of good and bad, and in both means and ends, where the 
problem has the means-end form 
Economic principles are simply the more general implications of 
the single principle of freedom, individual and social, i e., free asso- 
ciation, in a certain sphere of activity. The sphere is that of econo- 
mizing, i e., conduct in which quantitative means are used to achieve 
quantitative ends, or rather provisional ends, goods and services 
quantitatively comparable as means to a general end, also quantifia- 
ble. But economics deals only with the apportionment of means 
among the provisional ends or the proportioning of these, leaving to 
engineering and kindred studies the all-or-none choices among tech- 
nical processes The general end has no good and accepted name, it 
may be called economic well-being if it is recognized that both 
terms require definition. It is simply the common denominator nec- 
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essarily implied in comparisons between uses of means. Acceptance 
of the principle of freedom makes it superfluous to define the end, 
and the less that is specified about it the better. The provisionally 
final ends, as noted, are the impersonal goods and services desired 
and sought, produced and consumed, at any time and place How- 
ever, we must not fail to include additional means or resources, pro- 
duced with some fraction of those in existence at a given time, 
maintenance of these, including all replacements, is of course part of 
the production of the flow of consumable things. 

The free association in question is exchange in markets, an instru- 
mentality necessary to specialized production and distribution of the 
joint result. The meaning of economics in the traditional or ortho- 
dox sense is the analysis of this system of co-operation in the produc- 
tion and distribution of impersonal goods, “Competition” has no 
necessary or proper place in the organization and its use to describe 
the free choice by each co-operator is a linguistic accident calami- 
tous for understanding. All “personal” association, by contrast, in- 
volves power, and personal values are not subject to exchange. The 
form of purchase and sale of friendliness or enmity is viewed as im- 
moral, though there is much pretense both ways— as in most human 
relations. Exchange or its terms may be much influenced by personal 
considerations (really mixed with giving) and we actually in large 
measure exchange dinner parties, various presents, etc., as well as 
disfavors. (One reason why a science of human behavior, in the lit- 
eral sense, is impossible is that, in contrast with physical objects, our 
behavior is so saturated with varied make-believe and deception not 
clearly separable from the “realities.”) A special and very important 
form of exchange occurs when one person places his economic ca- 
pacity under the direction of another, on terms fixed by agreement 
—the principle of “entrepreneurship.” Such direction is a distinctive 
service in that it cannot be measured until after the arrangement is 
liquidated, hence cannot be treated as a means of production or 
“capitalized” as can be done with other services, including the per- 
sonal type, so far as contracts can be enforced. 

The “perfect” market (miscalled perfectly competitive) is unreal 
but conceptually necessary. It is the embodiment of complete free- 
dom. There are no power relations, since everyone has a choice 
among a number of equally good alternatives. The freedom in ques- 
tion centers in the right of each to be the judge of his own values 
and of the use of his own means to achieve them. There is no impli- 
cation of selfishness or any other judgment of the moral quality or 
artistic taste reflected in any want or act. We usually speak of “indi- 
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vidual” freedom, but it applies to any group acting as a unit. The 
family, “represented” by its “head,” is the usual minimum unit, and 
there are other units in unlimited number and variety. Wants and 
iesources are treated simply as “given” attributes of any individual 
or other umt, “technology” must either be included among re- 
sources or added as a third given— the latter is the more useful pro- 
cedure. On the average, an economic subject’s own person, with all 
its capacities, is the chief means under his control and is in the ma- 
jority of cases nearly his only resource. Differences between per- 
sonal capacities and external “property” are the creation of the legal 
system and would be absent under a slave economy. The virtual 
outlawing of enforcible contracts for personal services creates a seri- 
ous disadvantage for one whose resources are in the personal form; 
for he cannot freely “realize” future value by sale or pledge and is 
consequently dependent on a continuous market as well as continu- 
ity in the capacity itself. But the benefits of freedom are presumably 
thought greater than the evil. 

The principle of freedom is apparently accepted in modern civi- 
lization— consequently called “liberal”— on three or four grounds, 
which overlap somewhat. First, and most commonly cited, it is in- 
strumental to the realization of other ends accepted as rightful 
Modem thought locates value in the individual rather than making 
him an instrument to the purposes of the state or its ruler. And it is 
assumed that the normal adult person is ordinarily a better judge of 
his own interests, values, or well-being than any agent of society 
(bureaucrat) given authority over him is likely to be. Second, free- 
dom itself is a thing men want, and have a right to, even possibly at 
the cost of a formally better management of one’s affairs by an 
overlord of any kind; the normal person prefers within wide limits 
to “make his own mistakes.” Third, it is a “value,” a thing the indi- 
vidual ought to want, even ought to have if he may not choose it, a 
part of the modem ideal of the dignity of the person Thus the laws 
of liberal states do not allow men to sell themselves (or their chil- 
dren) into “involuntary servitude,” even if they so choose, though 
everyone is free from day to day to place himself or his property 
under the direction of another, on terms satisfactory to both parties. 
This is the entrepreneurial relation, which is in a real sense the cen- 
tral feature of the modem free economy. Finally, there is a fourth, 
“pragmatic” reason for extending the scope of freedom; policing is 
costly to the public authority and coercion itself needs to be econo- 
mized. 

From the standpoint of explaining actual behavior, one can only 
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submit that people want to economize and that their efforts to 
make resources go further are more or less successful, also that cor- 
rect apportionment of resources among uses is a way of economiz- 
ing, as are specialization through exchange of products and the or- 
ganization of effort under specialized direction. A large sector of 
individual and social behavior is then more or less fully “explained” 
by these principles How far they go, and what other principles or 
unsystematic occurrences may have to be considered, I obviously 
cannot take up in detail here 

Certainly economic principles are subject to sweeping limitations 
as to their explanatory value They tell us nothing about concrete 
economic facts, what wants people have, what goods are produced 
and exchanged, what resources and techniques are employed, what 
distribution takes place. The justification of treating these data in a 
purely abstract way is the significance of theory for policy, and I 
shall come back to that Further, it is easy for a critic to “riddle” the 
principle of abstract rationality. No one thinks, I hope, that con- 
sumers consciously strive to maximize satisfaction, well-being, or 
whatever it be, by acting in relation to a known function connect- 
ing the state in question with measurable quantities of things avail- 
able at given prices Effort to get the maximum return in money for 
productive services seems more realistic, but the view that produc- 
tion is purely in order to have consumption, unaffected by interests 
of its own, is clearly indefensible Yet comparisons between uses of 
means are made and apportionments effected, and the logical prin- 
ciples inherent in these acts are useful for interpretation even if they 
do not accurately picture the conscious motives It suffices that men 
largely behave “as if” they were trying to conform to the principles 
These have great value in the prediction of effects of changes, effects 
both on and through price movements, changes that happen or are 
contrived. And the alternative, which is statistics on a behavioristic 
basis, is subject to much the same limitations, rooted in the vagueness 
and instability of motives. Certainly the main effort in statistical eco- 
nomics, the prediction of changes in business conditions, has not 
produced results justifying much elation 

More detailed consideration would carry us into the question of 
the possibilities and limitations of a natural or positive science of 
human conduct Many limitations are plain to see, and they are re- 
lated to the essential fact, which is that such a science is not what 
we need, indeed, the idea is an absurdity For, if even two people 
predict one another’s behavior and act on their predictions, both 
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predictions will be falsified and the activities of both parties mis- 
directed. From the standpoint of explanation alone, motives corre- 
spond to forces in mechanics. These too are unobserved, metaphysi- 
cal, we read them into the phenomena for interpretation, because 
our minds work that way. Forces, however, are known and meas- 
ured only by their effects, hence always correspond exactly with the 
latter. But we have other information about human motives, and 
“know” indisputably that they do not correspond closely with re- 
sults, that the connection is affected in all degrees by error of nu- 
merous kinds. Particularly, where motivation takes the form of using 
means to achieve ends, either may be more or less “wrong,” and the 
two errors are only vaguely separable. In this field, knowledge is so 
vague and evidence so conflicting that no one can tell with any ac- 
curacy at all, even afterwards, to what degree any action is really 
economic. Still further, we know that the goods and services pro- 
duced, traded, and consumed do not correspond to final or real 
wants These are largely not individual, as the theory requires, but 
inhere in social relations, such as “keeping up with the Joneses,” and 
“getting ahead of the Joneses”, or they are symbolic, even deliber- 
ately “set up,” as m play, to make action interesting and yield the 
feeling of success or victory— thus reversing the means-end relation 
assumed in economics Or the motive is no particular result but 
mere gratification of curiosity as to what the result will be. And all 
these symbolic relations are extremely unstable and change unpre- 
dictably. 

Since a fetish of “scientific method” in the study of society is one 
of the two most pernicious forms of romantic folly that are current 
among the educated, the theme ought to be developed at a length 
which is impossible here. (The other “folly,” which will receive 
more attention presently, as my mam theme, is the idea that devo- 
tion to moral principles offers the solution of social problems.) “Sci- 
ence,” in the meaning of the natural sciences, can of course do 
something toward both explaining and directing social events, and 
nothing is further from my purpose here than any belittling of the 
importance of ethics. What I insist upon is an understanding of the 
meaning and limitations of simple or statable principles in both areas. 
In the naive form in which both doctrines, scientism and moralism, 
are usually preached, both are antithetical to the principle or ideal 
of freedom, they imply, and if taken seriously would lead to, abso- 
lute authoritarianism. The notion that evils are due to sin works out, 
as European history makes clear, in having the right people (as 
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shown by their being in power) enforce their orthodoxy on all by 
burning or otherwise liquidating the heretics, schismatics, and in- 
fidels, as occasion demands, though mainly by effective indoctrina- 
tion and conditioning for submissiveness before the age of responsi- 
bility. The principle has merely been taken over by the Marxists 
from historical ecclesiastical Christianity, with unimportant changes 
in moral or political content, though with sweeping but practically 
irrelevant change m the professed underlying metaphysic. As to a 
“science” of human conduct, I have mentioned some difficulties, no- 
tably that one of the most distinctive traits of man is make-believe, 
hypocrisy, concealment, dissimulation, deception. He is the clothes- 
weanng animal, but the false exterior he gives to his body is nothing 
to that put on by his mind. My evangelist, Talleyrand, also re- 
marked that speech is the medium by which men disguise their 
thoughts. The “real wants” or wishes, referred to before, run largely 
in pairs of opposites; besides conformity and distinction we find fa- 
miliarity and novelty or fixity and change, adventure and security, 
and so on. Mostly they have no specific content and anything that 
happens or is done will fit one or the other of some pair. Such prin- 
ciples cannot explain any concrete occurrence, this was the obvious 
weakness of the theory of “instincts” that was the groundwork of a 
“psychology” very popular some years ago. 

Another obstreperous feature of human phenomena is that men 
have “attitudes” toward law as such, both descriptive and imperative 
law, and both positive and negative attitudes. If there is a law, either 
a uniformity or a command, and someone finds it and publishes it, 
one of the first results is a general impulse to violate it. Man is a 
“contrary critter”— in contrast with the conformism of physical na- 
ture. And on the other hand, men love to make laws for their own 
sake, to conform for a while, until tired of it, then break them and 
make new ones. Much of the apparent uniformity of behavior is 
such ritual. And there may be substantive reasons for non-conform- 
ity or for temporary conformity that ultimately causes disruption of 
the pattern. A familiar example is boom and depression in various 
prices and in general prices— the purchasing power of money. An ac- 
cepted prediction of change will cause the change predicted, for a 
time, then an inevitable reversal. It is true that many generalizations 
can be made about men and about all known societies. Professor 
Murdock has listed some dozens of them. But they are of a general, 
abstract type. All men have a language— but what language* And 
what will they say in it or with it* And so with numerous institu- 
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tions. Every society has a technology which “works” up to a point, 
keeps people alive; but in spite of the conformity of the physical 
world to uniform natural laws, the fact tells us virtually nothing sig- 
nificant as to what to expect in the way of concrete “economic” be- 
havior, correspondmg to the prediction of planetary orbits, eclipses, 
etc., or the outcome of physical operations. (But if a physical opera- 
tion is experimental, problem-solving, prediction of the result or the 
course of the operation itself is a self-contradiction.) All peoples and 
most individuals have some religion. But a careful student, Professor 
Lowie, finds it impossible to give a general definition of the word, 
and the dictionary definitions, vague as they are, do not cover actual 
usage. The simple fact is that we commonly recognize and describe 
human behavior forms as expressions of some feeling, intent, belief, 
not as bare acts. And our terms often contain an inseparable value 
judgment as well; there is no specific intent, not to mention a spe- 
cific act, of murder or theft. 

All this about the abstract and interpretive character of economic 
theory or principles has little to do with their significance. That is 
because their main value is connected with policy determination, 
under the fundamental ethical principle of freedom. Assuming that 
men have a right to want and strive to get whatever they do want, 
and to have the tastes and “higher” values they do have, so long as 
their conduct does not infringe the equal rights of others, the busi- 
ness of the economics of principles, of utility, productivity, and 
price, is to explain that, and how, the organization through buying 
and selling enables everyone to do whatever he tries to do (whether 
rational or not, as judged by anyone else) many times more effec- 
tively than would be possible if each used his own means in a self- 
sufficient economic life. Everyone is free, as a Crusoe is free, and 
also enjoys the nearly boundless gain in the effectiveness of action 
possible through organization. In fact, the individual’s range of 
choice is extended in a new dimension beyond that of Crusoe; he 
can produce anything he pleases, or make any specific contribution 
to production, and independently consume anything or any com- 
bination produced by anyone anywhere in the economy. No other 
possible method of organization will afford this twofold freedom. 
And anyone is also free to stay out of the system and live his own 
self-sufficient life, so far as he cares to stand the loss in efficiency— 
which usually in fact would rapidly become too great to be borne. 
And all are free to give and receive goods or counsel and to co- 
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operate on any terms other than those set by the market which they, 
the parties concerned, may agree in preferring on moral grounds or 
for any reason. Distribution, what the individual (family unit) gets 
out of it all, is also in principle the same as with a Crusoe, it is what 
he produces. That is, what he— the productive “capacity” he fur- 
nishes— adds to total output, which is the only meamng the product 
of a umt can have when production is a joint activity. In fact, the 
“imputation” process under market competition is valid m the sense 
in which any smgle causes produce an effect where causes act 
jointly, as they always do. It is the difference caused by the single 
contribution, as isolated by the mathematical operation of partial 
differentiation (Consumption is usually treated, not very accurately, 
as unorganized.) 

Stating all this at length makes me feel that I ought to apologize 
to you and to myself, for it is really at the level of truism and trivi- 
ality. Of course there are “assumptions”: that free association im- 
plies mutual advantage and that freely chosen advantage to individ- 
uals is “good,” m contrast with obedience or ascetic self-denial or 
self-torture (as men professed to believe even m Europe only a few 
centuries ago). It is assumed that, in general, normal adults are ra- 
tional enough to be trusted to manage their own affairs and decent 
enough to allow others to do the same, but this means only m com- 
parison with the dictates of some human authority, political or ec- 
clesiastical, chosen in whatever way, who might be m a position to 
order them around. The ethic of liberal civilization holds (I repeat) 
both that men want to be free and have a right to be and that they 
ought to be free, even if they themselves feel that their affairs might 
possibly be technically better managed for them as slaves by some 
possible master. Of course even these assumptions m an extreme ver- 
sion are made only for the purposes of theory, everyone admits that 
in practice governments have to set some limits to individual free- 
dom and freedom of association and to perform many functions on 
behalf of the community as a whole If only economics could really 
teach people the simple and obvious fact, which most of them al- 
ready know but refuse to accept, that anyone producing for ex- 
change is producing for himself, as much as a Crusoe, but merely a 
thousand times more effectively because he does it indirectly by 
producing for the needs of others. If this were realized, it would 
surely put an end to all the insane or diabolical revolutionary propa- 
ganda and most of the stupid criticisms of the “capitalist system” 
that menace our free institutions. Why it is necessary to teach this, 
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and accordingly so hard— if not useless-to try, is the major real social 
problem. I can give it little consideration here. But I must note an 
apparent “innate disposition” in men to think that somebody is get- 
ting the better of them, that they are working for somebody else, 
even where it is, if possible, more absurd than the idea of the wage- 
worker that he is working to make profits for some greedy capital- 
ist. Doesn’t the student regularly talk about working for his profes- 
sor, and even the patient avers that he is coerced by his doctor, 
whom he hires and fires and even defies at will— except for the natu- 
ral consequences? The much abused “profit system” is of course 
merely a pattern of co-operation, on the terms most satisfactory to 
the parties concerned, or the only terms they can agree upon. “Prop- 
erty” has intrinsically nothing to do with it, it may be and is the 
same where only labor services are involved at all. 

I wish I had time to follow up in particular the relation between 
doctor and patient. The similarities and differences as compared 
with, say, the relationships of an industrial corporation, should be 
interesting, even instructive. Two or three obvious facts which need 
emphasis must be barely mentioned. The doctor m whose hands one 
places one’s self as a “case” will inevitably have much power, vari- 
ously and precariously limited by moral, legal, and other restrictions 
and compulsions. The only real freedom the patient can have is the 
right and opportunity to choose and change at will his doctor. And 
the significance of this is limited, since m the nature of things the 
patient cannot act very intelligently in the matter. He would himself 
have to possess the specialized knowledge of the medical profession, 
and much more, m order to appraise it in others. But the case of in- 
dividual patient and individual doctor (or other professional coun- 
selor) is simple in comparison with the problem presented by the 
vast and highly organized productive units required for the exploita- 
tion of modern technology Here centralized direction is imperative 
anyway, apart from specialized competence m the directive func- 
tion. Hence the final word of the candid economist to the public 
must be— don’t expect too much in the way of freedom or justice, 
along with the immeasurable increase in technical efficiency that re- 
sults from these two facts of modem civilization, special compe- 
tence and centralized direction In particular, don’t expect too much 
of “the state”, be very critical in appraising the prospects for good 
and for harm to result before calling on “Leviathan” and giving him 
power In the scope of this address, this, the most vital conclusion, 
must be stated rather than argued, but it remains true that the chief 
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reliance of the “employee” must be freedom of choice among em- 
ployers, unsatisfactory though it is, as in the case of the patient and 
the doctors. 

Given the principle of freedom, as active freedom of association, 
the notion of scientific control of society is a palpable contradiction. 
(It applies in varying degree in the treatment of defectives, young 
children, and criminals.) For a dictator, the problem would be for- 
mally parallel to that of scientific technology, but, even in that case, 
the content of control would be utterly different. For, unless he 
could competely drug or hypnotize and so eliminate the minds and 
wills of his subject-slaves, the autocrat proprietor of a society would 
have to rule through those minds and wills. Hence the operation 
would employ such techniques as persuasion or coercion, sugges- 
tion, cajolery, flattery, and, above all, deception— which is at the 
heart of what is called “force” in human relations— and also, inevita- 
bly, some real discussion. But these things have no meaning for the 
relations between purposive human beings and the inert objects of 
nature where scientific technique is literally applicable. (The higher 
animals, notably m domestication, present an intermediate situation 
which must here be ignored.) In a democracy the notion of control 
is not merely unethical, it is excluded, ipso facto . The self-contra- 
diction of a number of persons mutually predicting one another’s 
behavior and acting on their predictions has already been pointed 
out, and that of mutual control is even more obviously absurd. The 
problem of democracy is to establish a consensus , by genuine dis- 
cussion, with intellectual appeal to supermdividual norms. Mere ex- 
pression of individual desires is not discussion and can only exacer- 
bate conflict of interests and intensify the problem, not tend toward 
solution in all-around agreement. Objective norms belong to a third 
level of reality, distinct from and above individual desire or end and 
means, as the category of the instrumental is different from and 
“above” mechanical sequence or cause and effect. And judgments 
about norms and ideals are affected by a different category of error, 
though the facts that norms are objects of desire and that “means and 
end” parallels “cause and effect” make clear analysis impossible. 

Genuine “free” discussion is a difficult thing to deal with concep- 
tually and more difficult to realize in practice. The problem presents 
two aspects, first, agreement on the range in which agreement itself 
is considered necessary, as marked off from individual freedom and 
diversity, and second, the specific content of uniformity in its sector. 
On any considerable scale, discussion itself must be organized; and 
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this organization presents practically the same problems as the mat- 
ter to be dealt with, specifically the limitation of freedom by rules 
and authority m order to secure the greatest possible freedom and 
the performance of function. 

The supreme and inestimable merit of the exchange mechamsm is 
that it enables a vast number of people to co-operate in the use of 
means to achieve ends as far as their interests are mutual, without 
arguing or in any way agreeing about either the ends or the meth- 
ods of achieving them. It is the “obvious and simple system of natu- 
ral liberty.” The principle of freedom, where it is applicable, takes 
other values out of the field of social action. In contrast, agreement 
on terms of co-operation through discussion is hard and always 
threatens to become impossible, even to degenerate into a fight, not 
merely the failure of co-operation and loss of its advantages. The 
only agreement called for m market relations is acceptance of the 
one essentially negative ethical principle, that the umts are not to 
prey upon one another through coercion or fraud. 

This picture of the open market, free-enterprise orgamzation must 
sound very one-sided, and it is one-sided. Presumably no competent 
mind has ever believed m it exclusively. If there have been real an- 
archists, they were not economists And the society pictured by the 
pure, idealized theory of the market economy is, or would be, one 
held together by the single moral principle just stated. This is en- 
tirely proper as a postulate for theoretical analysis at a certain stage 
of abstraction. But the idea that freedom, or any single principle, 
contains the solution, or the best solution, of social problems, is of 
course unrealistic and is directly contrary to the thesis of this paper, 
as stated at the outset Exaggeration or overemphasis of the signifi- 
cance of freedom to the neglect of other principles was the great 
error of the liberal age, and is partly responsible for the reaction we 
now witness, which threatens extinction of freedom and of all de- 
fensible values. It should go without saying that freedom alone 
would not produce an approximation to the conditions required for 
a market itself, the freest possible market. And modem economists 
have not thought otherwise. The accusation that Adam Smith, for 
example, believed in a universal harmony of interests among men is 
merely one discouraging example of what passes widely m learned 
circles for history and discussion. At a minimum, rules must be made 
and enforced by some agency representing the whole market col- 
lectively, and the policing must be paid for on a principle other than 
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direct individual payment for service received. And, at most, as I 
have emphasized, the market deals only m impersonal values. To re- 
alize its ideal character, the system would have to be operated 
through vending machines, avoiding personal contact between the 
parties to exchange. At this point, I turn to more detailed, though 
brief and inadequate, notice of the limitations of freedom from the 
standpoint of policy or of freedom as a policy. This will be followed 
by an even briefer glance at the alternatives and the final practical 
problem making up the classical three parts of the argument. 

There is a paradox about the general problem of economic organ- 
ization. One can state a case which sounds much like an “airtight” 
justification of market freedom or laissez faire. But if it is easy to 
“riddle” the notion of means-end rationality as an explanatory prin- 
ciple, this is still more true of the apologetic for reliance on the free 
market as an ideal social policy. We also encounter a logical paradox 
m the concept of freedom. On the one hand, it is not discussable, 
being the presupposition of discussion, and freedom in conduct is 
inseparable from that m communication. Yet we are brought up 
short by a glance at our own history. For it is only m the small 
island of our own modem (post-Enhghtenment) west-European 
culture that the axiom is accepted, in history as a whole, including 
rather especially European history m the preceding epochs, political 
or economic liberty, and, even more, religious-moral-mtellectual 
freedom, was emphatically rejected on principle, if it was ever con- 
templated as a possibility. The aristocratic, slave-holding town- 
republics of ancient times hardly call for mention as exceptions, 
though we can learn from their experience and discussion because 
some problems of democracy arise within any ruling class (unless it 
is an established hierarchy headed by an absolute authority like Hit- 
ler, the Pope, or Stalin, with effective provision for the succession). 
The rise of the strange phenomenon of modem liberalism is un- 
doubtedly to be explained in part as a reaction against the peculiar 
dogmatism, intolerance, and obscurantism of medieval “Christian” 
Europe. But much of the former spirit is with us yet, and the super- 
position of an ethic of extreme freedom and individual rights on an 
extreme authoritarianism of obedience and duties based on status is 
surely a chief source of the moral-intellectual confusion of our age, 
of which we hear so much (and so much nonsense). And a kind of 
pendular principle in history no doubt helps to account for the new 
turnabout which has carried so much of the world back to des- 
potism. 
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My own view of the social-economic policy is not greatly con- 
cerned with the notion of treating the individual satisfaction-func- 
tion as a welfare-function and proceeding to the notion of a social 
maximum m terms of some relation between individual maxima. It is 
too clearly indefensible to treat “happiness” or the “good life” for 
the individual as a definable end to be achieved by a definite tech- 
nique, and even more indefensible to view the objective of social- 
economic policy m terms of the amount and distribution of 
measurable impersonal goods and services Wealth and poverty are 
terribly important things, but that view of their significance seems 
to me an absurd oversimplification. Freedom itself, as a value per 
se, is far more important. In “economic” life, in the ordinary empiri- 
cal reference, the motivation of competitive sport plays a role at 
least as great as the endeavor to secure gratifications mechanically 
dependent on quantitative consumption Some business efficiency ex- 
pert is said to have advised reforming football by having all the men 
play on the same side, instead of half pushing against the other half. 
The real problem centers, of course, in the fact that activity has 
both characters, it is a game, but one in which the most vital sub- 
stantive goods, comfort and life itself, are stakes, inseparably com- 
bined with victory and defeat and their bauble-symbols The social 
problem is to make the best possible rules for this complex and para- 
doxical game, which everyone is compelled to play And it must go 
on almost without interruption, and it is impossible to play a game 
and discuss the rules at the same time. The intellectual problem in- 
volved in rule-making is different m kind from that of play itself, 
and neither— it is important to note— has much relation to scientific 
technology, or means-end rationality, nor to our traditional reli- 
gious-ethical principle of charity. For, when charity comes into a 
game, the game goes out, though, in relation to the other aspect of 
the process, the production and distribution of goods considered in- 
trinsically useful, it does have a part to play. I may suggest that the 
ethic really believed in and reasonably practiced by the modem man 
centers in sportsmanship and the related principle of workmanship. 

Even with much and costly social action, there can be no very 
close approximation to the theoretical perfect market, particularly 
in one important area, the labor market. This fact does not at all 
justify most of the action being taken in that field, by unions or by 
government, in general, the argument against price control and 
other interference is made stronger, not weaker, by the “imperfect 
competition” which is used as a defense for it And the action we 
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see is designed to make the market still more imperfect and to bene- 
fit a select stratum already comparatively well off, at the expense of 
their weaker brethren. The effects cannot be traced and measured 
in detail, but it is a safe “principle” that in a power contest the 
weakest get the worst of it. The chief “mechanical” defects in the 
market system arise less out of “frictions” than out of speculative 
situations. When in order to act rationally each must first know or 
guess at what everyone else will do, the result is complicated cycli- 
cal tendencies, in particular, speculation in the future value of 
money gives rise to “the business cycle,” sometimes an actual social 
disaster. Monopoly is another evil, though the public misconceives 
its nature and grossly exaggerates the extent and power of business 
monopolies. A majority of producers and dealers have some short- 
run monopoly position; but, in general, monopoly is temporary and 
functional, on the same principle as patent rights. Protective duties 
foster monopoly; but where monopoly really bites is in the legal 
brigandage of organized wage-earners and farmers. The business in- 
terest itself is far more dangerous to free society through political 
action as a pressure group; but it stands no chance in competition 
with voting masses “agitated” and organized for power and plunder 
—all the worse for their self-righteous motivation. Obviously, any- 
thing like nationwide collective bargaining and striking is coercion 
of the country, not of any opposed economic interest; and, as noted, 
the heaviest cost falls on other “workers,” especially those still 
weaker. (Perhaps I should use a more polite word; but I said I would 
exploit the privilege of age to put truth ahead of manners; and what 
does anyone, including the “honest brigand” want but his “rights,” 
to be judge of his own case and have coercive power to enforce his 
own verdict* ) 

Far more important than all the mechanical imperfections of 
“market competition” (the real ones, not created by stupid or un- 
wise public action) are limitations of the principle of economic free- 
dom inherent in unalterable conditions of life and associative action 
Our economic ills are not due to the failure of competition; on the 
contrary, the result of perfect functioning of the system would be 
socially quite intolerable. The free market, with reasonable help 
from state authority, can make tolerable provision for the economic 
co-operation of individuals and other “units,” so far as it is “co- 
operation” and so far as their interests are mutual By the same argu- 
ment it cannot solve any other problems, and there are many other 
and grave problems that insistently call for solution. So in other 
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fields* free association will solve the problems “up to a point,” but 
not completely or by itself. Social problems are not only hard but 
finally insoluble. Yet many of them will inevitably get some kind of 
“treatment”; it is a question of better or worse, or of making things 
better, more or less, or making them worse than before, even to 
downright disaster. As I remember hearing “Tommy” Adams say in 
a classroom, we must not call any problems insoluble which must be 
solved in some way and for which some solutions are better, or 
worse, than others. 

The most serious limitations of the free-market economy, and ma- 
jor problems set by it, arise from the fact that it takes the “units,” 
individuals, families, etc , as “given,” which is entirely unrealistic. In 
the economic aspect specifically, it “assumes” given “wants, re- 
sources, and technique,” in possession of each and all. The market is 
an agency of co-operation between such given units; it is no agency 
for improving tastes (wants) or manners or especially for confer- 
ring productive capacity to meet wants or needs, it will not redis- 
tribute capacity, and hence product, to accord better than the reali- 
ties do with any norm of ideal justice. Business relations clearly do 
work to dissolve clannishness and dogmatic allegiances and to pro- 
mote tolerance and a degree of generosity. But in the distribution of 
economic resources atomistic motivation tends powerfully toward 
cumulatively increasing inequality. For all productive capacity— 
whether owned “property” or personal qualities— is essentially “cap- 
ital,” a joint creation of pre-existing capacity (or the result of “acci- 
dent”) And those who already have more capacity are always in a 
better position to acquire still more, with the same effort and sacri- 
fice. This applies about as much to personal capacity as to property, 
though the latter is a more convenient way of passing on “unearned” 
advantage to heirs or successors. It is a gross injustice— by one of 
several conflicting norms of justice generally accepted in liberal so- 
ciety. But it is also the main reliance for the motivation of accumu- 
lation in all forms, hence of progress, all forms of which are directly 
or indirectly dependent on means and their economical use And the 
tendency goes on beyond the individual life, from generation to 
generation, through the family and transmission of advantages It is 
modified but hardly mitigated, and certainly not simplified, by the 
large element of “luck” in human affairs. Any serious effort to inter- 
fere with the process would weaken the family in other connections, 
and, if it were replaced by some other primary group, the anti-equal- 
itarian tendency might still be as strong. 
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No doubt we all agree that extremes of wealth and poverty are 
unjust— especially when they do not correspond with personal effort 
or sacrifice— and are bad m other ways. The question is, what can 
we do about it? Can the rules of the economic game be so changed 
that the winnings, symbolic and real (and the former are not much 
inferior in importance), will accord better with some accepted or 
defensible criterion of justice? And can it be done without wreck- 
ing the game itself, as a game, and as a producer of the fruits on 
which we all live? The intricate conflict of values here cannot be 
spelled out in detail— freedom with order, efficiency and progress, 
interesting activity, but especially freedom versus justice. The an- 
cient provision against misery was to stress as sacred the obligations 
of family and neighborhood, and “charity,” almsgiving, by those 
having an excess over “needs ” But in the main, men were told and 
conditioned to believe that somehow everything is really for the 
best, and the evils of life have to be borne with patience and forti- 
tude Almsgiving tended to mean supporting the clergy and endow- 
ing religious foundations, while an uncertain fraction went to relieve 
poverty (real or feigned) and that did an uncertain amount of good 
—certainly it made little impression on poverty as a whole Modern 
society has largely shifted the load of relief from the family and 
local group, which can no longer so well bear it, or be made to, and 
centralized it more and more on the national government through 
progressive income and inheritance taxation. A vast improvement 
has come about, chiefly through assuring to poor children support 
and some equipment for earning a livelihood, with family limitation 
offsetting improved sanitation and medical care This of course does 
not meet either ideal requirements or the popular demand— perhaps 
even social necessity— considering, again, the children, now future 
citizen-voters as well as producers of more children and soldiers But 
specialists seem to agree that taxation, for peace uses, can be pushed 
further very gradually at best, if the practical limit has not already 
been approached, at least for a government that is not to employ 
powers incompatible with basic freedoms. So what? I have no 
answer to that one, especially for the crucial matter of how far soci- 
ety can allow free production of children and agree to support them 
“decently” and of necessity their parents along with them But the 
classes that produce babies can outvote those that prefer “substance 
and culture” to large families, particularly if the latter are soft- 
hearted and encourage them to demand “justice.” Moreover, the 
prolific can muster the larger armies, and perhaps the tougher too, 
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where the distinction conforms to national areas; and it is here that 
the conflict between freedom and equahtanan justice now is the 
great world menace. 

With no pretense that my message is a cheering one, I can only, 
m the interest of what seems to me plain truth, go on to emphasize 
the difficulties of our problems and the danger of action that will 
make things worse instead of better. As is now evident, the “liberal” 
nineteenth century, following the rationalistic eighteenth, was 
wrong in its view that mere individual liberty, religious-intellectual, 
political, and economic, would yield well-being and happiness. It did 
indeed accomplish wonders, supplemented by the kind of state ac- 
tion accepted by its original advocates. And people seem much more 
actively dissatisfied than before. J. S. Mill’s Principles of Political 
Economy and Marx and Engels’ Communist Manifesto appeared al- 
most simultaneously in the middle of the “wonderful century,” won- 
derful especially for the common man. But Mill was very critical of 
the institution of property, and the Manifesto called on the workers 
of the world to unite for the violent overthrow of all pre-existmg 
social order, because “you have nothing to lose but your chains.” 
Madness, criminal madness, of course, but how many of the bright 
and educated have fallen for and preached it, m democratic coun- 
tries where the masses are well off beyond historical comparison 1 
And it has become the accepted political creed in the largest nations 
of the Old World, who now threaten us so dangerously with “liber- 
ation” in accord with its tenets. Is it human nature to be more dis- 
satisfied the better off one is^ I shall not venture an answer to that 
one, either. 

All I can do is to indicate the nature of the problem of free soci- 
ety, as I see it, point out some false leads and some things that “have 
to be,” “or else ” I do not predict; it may be a case like Uncle 
Remus’ rabbit that was “bleeged to climb a tree” to get away from 
a dog If free society is to exist, the electorate must be informed 
and must have and use economic and political intelligence and, of 
course, possess the moral qualities actually needful On the intelli- 
gence factor I cannot take time to say more. I hope I have said 
enough to show that the problem is not of the kind so successfully 
attacked by natural science and technology in the interest of con- 
trol by man over the natural environment. It must be “social” in- 
telligence, of the general sort exemplified in the discussion by a 
group of the problem of improving a game— but with complications 
due to the vast scale of national and world society and the complex 
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this explicitly included subservience of wives to their husbands. The 
only exception recorded is the right of the propagandist of the 
“true faith” to preach m defiance of the authorities (Acts 5 29). 

Again, as always (in accord with my theme) there is another side. 
Liberalism can be equally naive and as given to empty words No 
adult in his right mind ever believed that men are born free and 
equal— except for that complete and in that sense equal helplessness 
for which freedom is without meaning The socialists and commu- 
nists have called religion the opiate of the masses, and in a broad his- 
torical sense that is correct. But two other truths have not been so 
clear to either side m the controversy. First, some pacifier, recon- 
ciler, or escape was necessary m a society that accepted the “static” 
philosophy of life that actually was accepted everywhere prior to 
the “awakening” in western Europe in the seventeenth and eight- 
eenth centuries. Then were born the ideas of freedom and of prog- 
ress in and through knowledge and intelligent action under free co- 
operative association. For man is a romantic animal, and until a 
people is prepared to make changes by intelligent agreement, super- 
natural sanctions are required to make them accept what is estab- 
lished and not criticize or try to change it. The second fact is that- 
disregarding the question of how much intellectual maturity west- 
European peoples had attained by the age of the Enlightenment— it 
is certain on general grounds that the basic framework of social 
order must always be accepted custom, interpreted and applied by 
agents having a large amount of power. The possible amount and 
speed of free and intelligent social change will always be quite nar- 
rowly limited. This is particularly true if intelligent change is taken 
to mean change in the direction of the ideals of justice and freedom, 
justice implying some kind of fundamental equality— and other val- 
ues generally accepted in our modem liberal world view. As I would 
like to show at greater length than is possible here, no close ap- 
proach to realization of those ideals is within the realm of possibility. 
Consequently, men will always require, as a condition for main- 
taining any high civilization at all, some “opiate” or some effective 
agent to prevent their demanding their rights. The only alternative 
to belief in supernatural sanctions of an existing system quite far 
from just is that intelligence shall be fully aware of its own narrow 
limitations and be supplemented by a high order of tolerance and 
self-sacrifice, the patient acceptance of the best all-round choice 
among evils. Especially, as the world is built, the chances of loss are 
overwhelmingly greater than the chances of gain in any effort to 
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escape the ills we have by flying to others that we know not of. 
Since order is the absolute requisite of civilized life, we must stick 
to the order that is, until there is a reasonable agreement on changes 
that will be on balance beneficial. 

The balance will always be hard to strike and entirely a matter 
of judgment, not of formula, a balance between principles that con- 
flict, while each claims to be absolute. The danger now, m the world 
and in the West, is that freedom will be thrown away for a promise 
or hope of justice but with an actual result of neither justice nor 
freedom, and very likely the suicide of civilization in war without 
rules. The world could be heading toward a new age of essentially 
religious wars, ideological wars. Historically this would be nothing 
new, except for its scale and for the destructiveness of modern mili- 
tary technology. Otherwise, Europe is reverting to form. For as I 
have said, communism, m its social program or pretensions, is largely 
a revival of historical ecclesiastical Christianity, with the church 
more effectively merged in one all-powerful state. From the down- 
fall of the Roman impenum to the age of liberalism, Europe lived 
under one or more dogmatic, intolerant, persecuting, and violently 
proselyting religions— claiming possession of the formula for salva- 
tion, they could not be or do otherwise— and much of the time in a 
state of war between two or more such religions. In Christianity, 
surely, we find the supreme “irony of history”* that an original 
teaching centered ethically m humility, meekness, self-denial, and 
self-sacrifice became organized into corporations whose dignitaries 
have hardly been matched for arrogant grasping, using, and flaunt- 
ing of power and wealth and for insistence on prerogative to the 
borderline of worship. One turns to Dostoevski’s famous speech of 
the Grand Inquisitor for any adequate portrayal of this situation 
and its sinister indications of the nature of human nature. 

The plea of communism, like that of Christianity, is justice, under 
absolute authority, ignoring freedom. (The former does extol prog- 
ress, and progress through science, both of which Christianity de- 
spised, by the same argument, communism is overtly less devoted to 
law and tradition, more openly claims the right to ignore or break 
the law.) For liberalism, the primary value is freedom, self-limited 
by laws made by the community, ideally by general assent, in prac- 
tice by representatives elected by a voting majority— one of its dan- 
gers. The laws of a liberal state will also be general, non-specific, but 
in a sense quite different from the Golden Rule or Law of Universal 
Love. The familiar figure is “rules of the road,” in contrast with in- 
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structio ns where and when and how to travel, whether arbitrary or 
conformable to a traditional practice. But such freedom must be 
sweepmgly limited by measures, not only of a “police” character in 
a broad sense, but also designed to equip the individual and family 
for social life by implanting wants and tastes in general conformity 
with the culture and endowing each with a minimum of productive 
capacity (or ultimately with final goods) without which freedom is 
a form empty of content. To take these units as “given” is flagrantly 
contrary to essential facts of life and means ignoring the major so- 
cial problem. It is along this line that eighteenth- and nineteenth-cen- 
tury liberalism went to an extreme that has provoked a reaction 
which threatens to engulf all freedom, and justice too, m the mod- 
em conception of it, if not to destroy civilization. Liberal states 
have been engaged, however, through their short life, in correcting 
this imbalance between freedom and justice; more intelligence and 
better judgment is our need, rather than any radical departure in 
method. 

The prime requisite is simply critical intelligence. And it may 
well appear as if the race at large hates this type of effort, naturally, 
instinctively. Anyhow, we have been conditioned in the opposite 
direction virtually throughout history, at least until the first break- 
ing-away from the ideals of conformity and submission to sacred 
law and authority during the past few centuries. The real heart of 
modem liberalism is a radical change: a virtual inversion in the con- 
ception of truth and believing, a transfer from a moral-religious to 
an intellectual-moral basis. What the world really needs to learn from 
science, for handling social problems, is not its techniques but its 
moral code. In the religious age, truth was absolute and belief a mat- 
ter of right and wrong, hence naturally to be controlled by reward 
and punishment. For liberalism, truth is always provisional and 
rests on the “best” evidence— incidentally, not on logical demonstra- 
tion, but that is a long story. Right belief was a virtue, finally the 
condition of eternal salvation. The principle was stated, particularly 
with reference to our own religious tradition, by Lord Bacon: “The 
more absurd and incredible any divine mystery is, the greater honor 
we do to God in believing it” (and in similar terms by Tertullian, 
around 200 a.d.). Liberal moral values fit the same description as the 
liberal conception of truth, not virtue versus vice, but the best pos- 
sible at any time and plaice. This means that the object of devotion 
and pursuit is not ends but ideals, progressively redefined as they are 
progressively realized, and always with the mode and spirit of pur- 
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suit and definition-freedom, but under critical direction, not caprice 
—as the most essential value. 

A further consequence is that liberalism is fact-facing above all. 
It does not pretend that existing economic conditions are just but 
recognizes that justice can be approached but never attained, and 
freedom hkewise and any other social ideal m its ideal form. It just 
is not that kind of world. It is childish if not hypocritical to preach 
that all discord is harmony not understood, that “in erring reason’s 
spite, One truth is clear, whatever is, is right,” or, accordingly, that 
omnipotent goodness and ommscience rule the world. As T. H. 
Huxley said, the ways of the cosmos are not our ways. Rather it is 
man’s work to remake the world, as far and as fast as he can, accord- 
ing to his sentiments and ideals, about which the cosmos gives no 
evidence of the least concern— and to be careful not to defeat the 
whole project by trying to go too far or too fast with it. Also, to 
enjoy what goodness and beauty he can find, without letting these 
appreciations confuse and corrupt his judgments of truth. Any of 
my students or former students in the audience will please forgive 
me for repeating here a statement I often quote, from Clarence Dar- 
row, characterizing divine justice. Said he, “God made one man a 
genius and the other a fool— which always seemed to me a raw 
thing for God to do— to the gemus ” Of course, it is a raw thing 
for both of them, but the world is like that, and we must take it or 
leave it. Nor is much freedom possible m any social order, and no- 
tably in the large-scale organizations, efficient and yet constantly 
changing, that are required to exploit modern technology. You’re in 
the army now, even in peacetime, especially in the mass-production 
industries. You can only be reasonably free to elect some other 
work, in view of the “net advantages.” As to justice, other things 
are distributed even less in accord with merit than wealth and in- 
come, and we can do little against the monstrous vicissitudes and 
caprices of the natural world. To secure any form of social justice, 
we should have to begin with a much more equitable distribution 
of parents and more remote ancestors and manifold other circum- 
stances that largely determine the character of one’s life long before 
birth. And even when one reaches the fullest responsibility, it is 
possible to have but a fraction of the knowledge necessary for really 
intelligent action. As to “happiness,” it is easy to agree with Darrow, 
and Meredith, and many more, that the idiot or, as Whitman puts it, 
the animals, have the best of it. But that happiness, at least, is not 
what makes human life worth while. 
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We must, as I have suggested, be good sports, enjoy the game 
whether we win or lose, not cheat even to win, and not even be too 
sore when the opponent wins by a little cheating. And we must try, 
all along, gradually to improve the rules as well as to obey and help 
enforce them. The mam injunctions that can be given are negative, 
especially not to go too fast, not to oversimplify, not to grasp at easy 
solutions for hard problems. I think the greatest danger is that sug- 
gested by my text— a “moralistic” approach, attributing social evil to 
sin, with the implication of cure by liquidating somebody, or at 
least firing some scapegoat, and seeking a savior. People are not bad, 
in the mam, but they are ignorant and do not understand. They 
have not been taught to approach problems m terms of knowing and 
understanding but to obey some ancient rule, as interpreted by 
those m power, or follow some new prophet. Democracy calls for 
leadership, but that does not mean finding the right man or party 
and giving him or them irresponsible power. We surely know what 
a dictator will do, once in power, he will, indeed, use “science” to 
make everyone be good and do right. 

I have used up my time without saying much about the alterna- 
tives to the free economy, but that would be an endless task, and 
also one for a corps of experts. Let me repeat that how people ex- 
pect to cure the social ills by a radical shift from business to demo- 
cratic politics is a question for which I see no answer except in 
terms of the psychology of romantic prejudice and screwy think- 
ing. Most of the evils inherent in the market organization plainly in- 
here still more in political campaigning, legislative debates, and ad- 
ministration, perhaps even judicial trials. Especially the tendency to 
centralization and concentration of power— which can only go so 
far until voting and political discussion will be empty forms, if the 
boss allows them to go on at all Yet freedom is not enough; it was 
carried too far, and more and more political action is called for, 
though it is dangerous, if only it can be in the main right action or 
not too far wrong* Democratic action is hard. It means government 
by discussion, and the organization of discussion itself, as I said be- 
fore, involves the main problems. Not much intercommunication is 
even theoretically possible As the world is built, the cards are 
heavily stacked in favor of centralization. Even in one direction, 
communication is bad enough; among economists, for instance, the 
typical reply to a criticism is, “But I didn’t say that.” I myself have 
been made a bad example for views I supposed I was arguing against 
all through the years. As to intercommunication— even with two 
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persons there is an insoluble problem of dividing the time for both 
between speaking and listening, and it is said to give rise sometimes 
to friction, even causing dissolution of the holy marriage bond. With 
larger numbers, the limitation increases rapidly, in I know not what 
form of compound progression. One person can, indeed, be heard 
by a considerable number and, with mechamcal aids now available, 
by “the world,” as well as reached by print— if so disposed. But, 
though no prophet, I will predict that no invention will ever enable 
one to listen or attend to more than one other at a time or to “send” 
and “receive” communications at the same time. 

To conclude. There was a time, no doubt, when society needed 
to be awakened to the possibility of remedying evils and stirred to 
action, mostly negative action, m establishing freedom, but some 
positive action too. Now, we have found not only that mere individ- 
ual freedom is not enough but that its excess can have disastrous 
consequences. And a reaction has set in, so that people have too 
much faith m positive action, of the nature of passing laws and em- 
ploying policemen, and the opposite warning is needed. At least so 
I hold; perhaps it is a prejudice— how can one telP— but I mistrust re- 
formers. When a man or group asks for “power to do good,” my im- 
pulse is to say, “Oh yeah, who ever wanted power for any other 
reason, and what have they done when they got it ? So I instinc- 
tively want to cancel the last three words, leaving simply, “I want 
power”; that is easy to believe And a further confession: I am re- 
luctant to believe in doing good with power anyhow. With William 
James, I incline to the side of “the slow and silent forces,” slow as 
in all conscience they are— and though time is fleeting. 

There is much more that should be said, but certainly not on this 
occasion. When I started this, I knew, from experience, that I’d 
never finish it. Life seems to consist of “unfinished busmess ” And, 
having already imposed on you too long, without waiting for the 
peremptory order that is given to naughty corporations, I simply 
cease and desist. 
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Free Society: Its Basic Nature and Problem 1 

Following a venerable precedent, which has become rather hack- 
neyed usage, we may begin by observing that “man is a political ani- 
mal.” But it is more m keeping with modern ideas and knowledge to 
say a “social” animal, and we must immediately add that social “ani- 
mal” is misleading, for it is the differences between human and animal 
societies that especially need to be emphasized. The only highly or- 
ganized non-human societies of separate organisms are those of cer- 
tain “colonial” insects, which are based on a physical (anatomical and 
physiological) specialization not found in man. Their patterns of be- 
havior and of social order are fixed by instinct, which is also true of 
the crudely organized “herds” or other groups among the higher 
mammalian species. The notion of pure mechanism, without intelli- 
gence, cannot be strictly accurate, even for ants and termites, but it 
must be close to the truth, in the absence of speech, there can hardly 
be any “thinking,” properly so named, or anything whatever of 
group deliberation The social animals do not feel conflict between 
the interests of individuals or between individual and group interests, 
and do not solve, or confront, group problems 

Man is as completely social as a termite in being unable to live at 
all outside a group of considerable size and of complex yet fairly 
stable structure (even a Crusoe is no real exception), but the reasons 
and the accompanying phenomena are utterly different. Human evo- 
lution did not start from a highly socialized animal; man and the in- 
sects represent the culmination of two different lines that separated 
far down in primitive marine life. “Our” line was socialized for the 
most part long after the final achievement of the physical basis of a 
high intelligence and after other profound physical changes, notably 
in the reproductive system, that occurred between the highest 
known animals and homo . Of these physical changes, excluding brain 
size and general form, no record is likely ever to be found, as they 
affected only the ephemeral flesh, not the bony structure or any dur- 
able artifacts. Very little if any human behavior is biologically in- 

1 Repnnted by permission from the Philosophical Review , Vol LVII, No 1 
(January, 1948) . 
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herited in a pattern at once definite enough and complex enough to 
be properly called an instinct. Man’s original nature has been dis- 
solved and diluted mto vague urges or “drives,” whose specific mani- 
festations are acquired after birth by learning, in one form or another. 
They are “cultural” in the anthropological sense of custom, mores, 
or institutions, i.e., derived from the community in which the indivi- 
dual grows up-not necessarily that m which he is born. The pat- 
terns are subject to modification by individual experience, and the 
activities traceable to particular drives have become overlappmg and 
more or less interchangeable. They change gradually by the process 
of unconscious drift (spontaneous variation and selection), with in- 
vention at a minimum until very recent times. On the other hand, 
such “culture” is scarcely found among animals; some exception may 
be made for the birds, which are not in the evolutionary sequence 
leading to man (and which, interestingly, are the only animals that 
can even be taught to imitate speech) . 

We can imagine social life operating entirely on this principle of 
custom and conditioning. It is as mechanical as instinct, but has 
the biological advantage of a flexibility and adaptability greater than 
the accidents of gene mutation. But we have no knowledge of any 
actual society of this simple kind. In the most primitive human so- 
ciety, at least three other principles are operative, all more or less 
connected with intelligence (m the instrumental sense). The most 
ancient seems to be authority or leadership. In addition, there is in- 
formal or conversational discussion, not rationally directed but un- 
doubtedly contributing to modification, by drift, both of language it- 
self —the basic and typical institution— and of attitudes and overt be- 
havior. Finally, among men there is always some formal deliberation, 
with explicit formulation of issues and “discussion,” leading to agree- 
ment on a conclusion— or, if this fails, either to compulsion or to dis- 
integration of the group. The mores never function by themselves, 
for human nature is antisocial as well as social; intelligence seems to 
be inherently individualistic, conceiving of ends and modes of their 
pursuit in forms that involve conscious conflict with other units. 
Consequently, usages or protolaws are not merely scientific princi- 
ples but are also laws in the higher sense of being felt as imperative, 
and they always require enforcement by various sanctions. It seems 
impossible to think of man as not characterized by these traits or to 
call by that name any creature that is without them . 2 

2. Interrelationships among these several social principles are almost infinitely 
various. It would be of the greatest interest and value to know something of the 
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The reference to sanctions suggests the fact that whatever ar- 
rangements are established in human society they seem practically 
always to be “sanctified” by religion , an elaborate and various insti- 
tutional phenomenon almost as important as language, and like it 
much more important than any concrete usage or custom. (Natu- 
rally, religion itself is peculiarly conservative, resistant to drift, but 
it is subject to more or less considerable mutation through the 
agency of “prophets.”) It normally includes much ritual, partly of 
the nature of play, but of varying supposed potency over supernat- 
ural powers, conciliatory or coercive, and over natural events and 
the efficacy of various acts. In addition to a quasi-rehgious reverence 
for their customs as such, primitive peoples believe m occult forces 
and invisible powers— totems, ghosts of ancestors, and other spints, 
living m the objects and phenomena of nature or hovering about the 
tribal habitat. These are concerned with rewards and pumshments 
(operating m this world) to enforce conformity to custom and obe- 
dience to authority, serving to counteract the antisocial tendencies 
of man as an mstrumentally intelligent being. Fear alone may be ef- 
fective, or there may be action by special authorities or the general 
mob. For innate human nature apparently includes an urge to force 
others to conform, or to extirpate those who do not, as well as both 
a love of ritual for its own sake and an impulse to break any law, 

evolution and historical development of the complex, particularly the develop- 
ment of speech and the differentiation within the primitive harem herd (said to 
be characteristic of the anthropoid apes) of fairly definite and stable families 
If we only knew how protomen learned to talk and what they said, especially the 
relation between imparting useful information and emotional expression 1 Speech 
may well have begun with love song or inspirational “oratory”, and ballad his- 
tory, lament, and jest are doubtless older than logical discourse Again, sex rela- 
tions and family life, within a large organized group, would seem to be the crucial 
point at which mores and authority replaced instinct, and they are basic for the 
higher emotional life and for all civilized, hence all human, social order. 

Recent study of animal groups suggests for protohuman society a large role 
of authority m the brutal form of “dominance,” established by fighting— for 
food, for sex (among the males), and for dominance itself or prestige. It is not 
a nice process, by our moral and aesthetic standards, but that is characteristic of 
nature’s methods. It would be effective m bringing to the top intelligence, cour- 
age, and other leadership qualities, and whether our gentler ways are as effective, 
or effective enough, is a question still to be answered by history. Savage peoples 
now living are organized predominantly through mores (customary law) , along 
with all sorts of leadership forms, themselves customary, or ad hoc devices What 
we know of the beginnings of civilization mdicate a tendency toward authority 
and status inherited in family lines, but hereditary monarchy is always vulnerable 
to family decadence, intrigue, and insurrection High civilization has also shown 
a tendency to general moral decadence, and it is certainly open to doubt whether 
our own will prove an exception to the rule 
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with a craving for sociability and for power and more specific selfish 
desires. 

The philosophic basis of any soundly descriptive or useful discus- 
sion of man and society must be recognition of a complex and subtle 
pluralism of fundamental categories The most important fact about 
man is that he is at the same time a number of kinds of being, which 
are not only different but m theory mutually incompatible. He seems 
to be the product of “emergent evolution,” m which many new 
traits have been successively superimposed upon an extending series 
without, m the mam, eliminating the earlier First, of course, he is a 
physicochemical mechanism And it cannot be proved experimen- 
tally that any of the laws describing the behavior of non-living mat- 
ter are inoperative or operate m any special or peculiar way in the 
human body, though, unless there is some exception, these laws 
should exhaustively account for all that a man is or does (including 
the writing, and the reading, of this essay 1 ). Second, he is a biologi- 
cal organism, m which, again, the main facts and processes of other 
life, plant and animal, are exemplified. Scientists generally reject the 
idea that anything is involved m life beyond physics and chemistry, 
but even the botamst, dealing with unconscious life, cannot talk 
sense without using teleological terms such as will or urge to live and 
reproduce, adaptation, struggle, competition, economy. 

As to the emergence of novelty, the sharpest break in continuity 
seems to be the appearance of consciousness. However, its more 
primitive manifestations and the relations of its different aspects— 
awareness, feeling, intelligence, and will— are so uncertain that no 
clear lines can be drawn. It is impossible to doubt the existence of a 
complex conscious life in the higher animals, but no tolerably def- 
inite account can be given below the level of men, who communi- 
cate by speech. Within the range of human life, anthropologists 
speak of savage, barbarian, and civilized, emphasizing the breaks that 
come with writing, the use of metals, and other technical achieve- 
ments Several of these steps represent considerable and fairly sud- 
den advances. But for our purposes, and within the compass of a 
brief sketch, the discontinuities that seem to call for recognition, 
after the appearance of animal life, are two The first marks the ad- 
vent of primitive human society, based on the principles already de- 
scribed, but with intelligence virtually inoperative (suppressed) in 
the social order (our third level). The final discontinuity is that 
which ushers in the fourth level, modem free or democratic civili- 
zation. The essential change is the replacement of sanctified custom 
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and authority, socially inherited and transmitted through cultural 
conditioning, by the still-experimental attempt to base social order 
on secular rationality— “government by discussion,” in the words of 
Lord Bryce’s famous definition of democracy. 

At the third level, that of premodem man, the emergence involved 
more supersession than was true at the earlier break, from the phys- 
icochemical process to life or consciousness. The principle of in- 
stinct was largely replaced by the other types of action pattern al- 
ready considered— mores, authority, and lower forms of intelligence. 
Various combinations of these superbiological social forms charac- 
terize the cultures or civilizations of world history, including pre- 
history, prior to the advent of free society, as an ideal and more or 
less an achievement. Not only did biological evolution cease long 
before the dawn of history; more important still, human develop- 
ment has to be discussed in terms of new purposive directions or 
ends as well as new processes. The changes we refer to as “progress,” 
even before this was consciously recognized and pursued, are de- 
scribed in relation to qualitative differences and norms, which bear 
no clear relation to the apparent intention of nature— mere quantita- 
tive increase of life— and often seem to clash with the latter. On the 
whole, human life must have been more efficient than the lower 
forms, as shown by its actual increase at their expense or through 
their control and utilization. But, prior to modern times, civilized 
society has evinced increasing instability of organization, apparently 
due to a tendency of individualistic intelligence to break out of in- 
stitutional and authoritarian— and intelligent moral— control and be- 
come predatory or even to turn explicitly against life and pronounce 
it an evil. In consequence, cultures, if not the peoples as biological 
entities (that have become primarily bearers of culture), have typi- 
cally flourished for a time only to become decadent and disappear 
or be absorbed in a new development from a more primitive start. 
(But each new wave has typically risen higher than the preceding.) 
In this process a large role has of course been played by organized 
war, a phenomenon nearly or quite peculiar to man and an activity 
in which he has been somewhat especially inclined to use intelli- 
gence. 

The final great “emergence” and, so far as we know, the last (un- 
less some form of totalitarianism turns out to be really the “wave of 
the future”) is modem free society— the setting of the problems we 
are concerned to characterize. Practically speaking, it is a phenom- 
enon of the past few centuries in the history of west-European civi- 
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lization. The development occurred through the diffusion of power 
in a new wave of development achieved as usual through consolida- 
tion and centralization, but with important differences. The Renais- 
sance was actually much more the birth of a new and historically 
unique civilization than the rebirth of the Greco-Roman civilization 
that became decadent over a millennium earlier. The crucial differ- 
ences centered in the place and role of religion, its relation to poli- 
tics, and back of that to intellectual and economic life. The prime 
key to understanding what happened is the fact that in the period of 
decadence of the classical world, Europe had taken over Christianity, 
a new universal (1 e., dogmatically and violently intolerant) religion, 
a blend of Judaism with elements of contending mystery cults of the 
period, plus an infusion of Greek philosophy, all by this time “or- 
ganized” on an imperial-authoritarian pattern In other words, the 
key to postclassical European history lies in the twin notions of or- 
thodoxy and heresy (distinguished from personal and political loy- 
alty), the heresy issue nearly (not quite) always a clash between 
rival orthodoxies. Of course all religions have taught that morality, 
law, and order depend on religion, and all true morality on accept- 
ance of that particular one, and many of the protagonists have sin- 
cerely believed both doctrines, and, of course also, the leaders in all 
the contests, on both sides, have stood to gain or lose heavily in 
power and perquisites of power, which have been objects of desire to 
most human beings always and in all circumstances. And of course 
(finally, and the real heart of the matter) all orthodoxies are in 
principle adhered to and supported uncritically, irrationally. As Lord 
Bacon said, “The more absurd and incredible any divine mystery is, 
the greater honor we do to God in believing it.” 

The great result of several centuries of war of the most terrible 
kind, of “treasons, stratagems and spoils,” was the birth of liberty 
But few indeed of the contestants or perpetrators wanted liberty or 
thought it good or possible, they wanted— and in a sense believed in 
—their own power and formal right to coerce all who disagreed. The 
twin ferments of change were the growth of science and the eco- 
nomic interest, the desire to get ahead in terms not only of wealth 
but of political power, social position, and culture. What human 
ends, good or bad, are not dependent more or less directly upon 
material means, in spite of all the nonsense talked and written about 
materialism and the economic motive^ But of these two factors, the 
one logically if not historically prior is science. For the crucial fact 
is the freedom of the mind, if thought and expression are free, free- 
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dom of action and of association follow inevitably. The historical 
and moral relation in the sociological sense is far from simple, be- 
cause the distinctive and crucial feature of the modem scientific 
movement is a close tie-up with practice, again not merely m tech- 
nology but in warfare, medicine, and the fine arts. In earlier times, 
the crafts had been traditional and science extremely aristocratic and 
snobbish. The modem relationship to commerce and industry in- 
volved a new respect for the ordinary affairs of men, for work, and 
for ordinary men themselves. 

As a matter of course, too, the basic freedom and the faith and re- 
spect that it presupposes imply political democracy, of which the 
formation of public opimon by discussion open to the participation 
of all is the essential part. Representative machinery is a corollary as 
the only way of assuring that government will do things the mass of 
the people want done and will not do things they oppose. Further, 
it just as inevitably implies the open market as the main general form 
of economic organizaion. One of the major “discoveries” of the rev- 
olutionary age, the Enlightenment or Age of Reason, into which the 
Renaissance inevitably merged, was the self-evidence of a harmony 
of interests in -free relationships, excluding force and fraud and pre- 
supposing mutual respect for the freedom and the competence of 
the other party. Previously, the best minds had held the absurd no- 
tion that any gain by one trader must mean an equal loss by the 
other. It is quite false to allege, as is so commonly done, that the new 
economics of laissez faire rested on an assumption of a “natural har- 
mony of interests” apart from this condition of mutual respect for 
one another’s rights, and, if this should not be rendered voluntarily, 
its enforcement by whatever legal and political measures might 
prove to be required. It is unfortunate, though natural in view of the 
historical development, that the term “laissez faire” became distinc- 
tively attached to economic freedom. It means simply “freedom,” 
and was supposed to apply as a matter of course to all individual and 
associative life. By this time the burning issue of religion was m 
abeyance, through loss of interest, in favor of politics, trade and in- 
dustry, science and culture, and other concerns (good or bad) of 
this world. 

In economic life itself there was no implication of restriction of 
ends to “lower” wants or to any particular category. Moreover, men 
would be free to co-operate on any terms other than those fixed by 
the open market, to whatever extent they might agree on such terms 
as more equitable or preferable for any reason. This explicitly cov- 
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ered used of the state as an organ of co-operation, provided only 
that it restricted itself to such public works and other functions as 
would command general agreement, i.e , require a minimum of co- 
ercion. Logically, the extent of the sphere of state action might be 
indefinitely large, even to socialism m any form that would use the 
open market as a general framework, this proviso is necessary be- 
cause the market is the one possible form of orgamzation that per- 
mits of individual freedom in consumption and production, includ- 
ing provision for the future. 

The establishment of freedom, rooted m the liberation of the 
mind from traditional dogma and mythology, enforced by ecclesias- 
tical and political authority, is the greatest revolution of all time or 
since the dawn of conscious life. Stated in abstract terms, the doc- 
trine and program are very appealing. And for a time the change 
seemed to be fully justified by its fruits. Free science and free enter- 
prise, with general cultural freedom, led to much the most rapid ad- 
vance yet seen, not merely in the conquest of nature by mind and 
the harnessing of the forces of nature to the purposes of man, but in 
humanitarianism, the unification of the world’s peoples, and the dif- 
fusion of the advantages of civilized life among the populations of 
the advanced nations, and among others as fast as they were able to 
join in the movement. But only for a time, and no one would now 
make the period very long. The liberation had not gone far toward 
completion (if the notion can be given tolerably definite meaning) 
before evils forced themselves on the public attention, and evils 
affecting the lower classes, not those who had lost a position of 
special privilege through the change The close of the Revolutionary 
epoch (so-called from rather overdramatized political events m 
British North America and in France) saw the beginnings of violent 
criticism of the new individualism, of socialistic propaganda, and of 
measures making the state more responsible for the life and well- 
being of the weaker members of society. And it is a notable fact that 
in the same year, 1848, still in the first half of the nineteenth cen- 
tury, were published the Principles of Political Economy of J. S 
Mill and the Communist Manifesto of Marx and Engels. The nature 
and significance of this coincidence does not need to be spelled out 
here, nor does any reader need to be reminded of the later course of 
events leading in the twentieth century to world wars and the re- 
lapse of much of the European world into totalitarianism, with omi- 
nous portents for the future even of formal democracy in the small 
part of it that remains nominally committed to what a short genera- 
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tion ago was liberalism but is now called conservative (if not reac- 
tionary) social doctrine. 

The causality of this astounding counterrevolution, or yearning 
for counterrevolution-rooted m a feeling not that the ideals of free 
society were wrong but that historical liberalism has made a mock- 
ery of them— is the mystery that cries for explanation. A little 
candid inquiry will show that the graver moral and intellectual 
problems of a free society have not been faced or even stated. This 
is in part because of a Pollyanna optimism on the part of the more 
articulate classes that is natural to a period of rapid progress, to- 
gether with an innate aversion to hard thinking (and the problems 
are forbiddingly hard), the tendency to oversimplification and wish 
thinking is an obvious trait of human nature, which m general is 
more romantic than it is rational But it remains true that m essential 
ways the liberal movement went wrong, partly because of the fail- 
ure to think out its problems, hence m ways more or less subject to 
correction, but especially because it generated expectations and im- 
plied promises impossible of fulfilment. This again was partly for 
the same reason, a moral failure to face problems. Partly it was be- 
cause of the limited competence of human intelligence, its proneness 
to err and blunder in ways that later become evident or are even 
discerned at once by minds especially competent or favorably 
placed for seeing pertinent facts and escaping prejudices that are 
part of the reason others do not see them. From this point of view, 
the failure of several generations of liberal education to get the 
articulate and influential strata of the public to understand the me- 
chanics of free enterprise and its merits, and the relation of natural 
science to the various levels of value problems, is indeed discourag- 
ing. But further, it is clearly of the nature of life and thought in- 
sistently to pose questions that are insoluble by minds of any kind 
or any degree of competence that we can imagine 

As has been suggested above, the movement of revulsion and re- 
volt arose first in connection with the “free” economic order, the 
open-market organization, including that specialization of responsi- 
bility and risk in the hands of entrepreneurs, which gives it the 
name, “enterprise economy.” Some denunciation of freedom in nat- 
ural science and demand for curbs have arisen, but they have come la- 
ter and have only currently become strong enough to prompt any seri- 
ous effort to bring about action to this end, and only in connection 
with the wartime development of methods for releasing the incredibly 
destructive powers of intra-atomic energy (with some disposition to 
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include biological weapons of war). Accordingly, we turn our at- 
tention first to the problem of economic organization, postponing 
to the next section the few remarks that may be offered with re- 
spect to science and intellectual freedom . 3 

It must be briefly remarked that the economic problem is far 
from being fundamental m the sense that is generally taken for 
granted. No conceivable economic reform would by itself go far to 
achieve general social contentment or probably even peace Motives 
that cannot reasonably be called economic are more important 
causes of war than any that can be so classed. If the gift of some 
Aladdin’s lamp were to give all men power to satisfy all cravings 
dependent on the use of means (but without power over other per- 
sons 1 ), it is quite certain that in the absence of other equally revolu- 
tionary changes in man’s nature discontent and social friction, ani- 
mosity and conflict, would be increased and not diminished and in 
ultimate essentials would hardly be changed in form Games and 
even arguments (on any subject) have to be policed, as well as 
markets 1 Even casual conversation has a tendency to run into alter- 
cation and then into a fight But this sketch must be limited to the 
issues in the economic and intellectual life (in the fairly narrow 
meaning of science and closely related activities), ignoring play, 
sociability, cultural pursuits, and sex and family relations, all of 
which are intrinsically at least as important. 

In our consideration of economics we are concerned with the po- 
litical policy of laissez faire, i.e., simply free co-operation or mutual 
consent in all joint activity in the use of any means to achieve any 
end (The categories of end and means, hence that of economy, can- 
not be given any really satisfactory definition ) The policy rests on 
the ethical principle of freedom, the right of any person to choose 
his own ends and to pursue them in his own way, and, as an obvious 
corollary, the duty or moral obligation of each to respect the same 
right in others The “science” (if it should be called such) of eco- 
nomics (here, economic theory) is relative to this policy and this 
ethic. Its function is to show by analysis of market competition how 
freedom of exchange works out automatically (without central con- 
trol) to an organization of production and distribution on a national 
and world scale, to show the kind of system that results under speci- 

3. It goes without saying that the tradition of orthodoxy in religion is still very 
much alive in the Western world, also, that any church in the Semitic-Chnstian 
tradition that is strong enough to do so will (logically must) struggle to control 
intellectual, social, and private life 
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jfied conditions, and to show the results of interference in specified 
ways by the state or other agencies. (Market competition presup- 
poses purely impersonal behavior; hence involves no “competition” 
m the common meaning of rivalry.) The analysis shows how, under 
the conditions necessary for its existence, this organization achieves 
efficiency m the utilization of resources and justice in the distribu- 
tion of the joint product, efficiency being defined by the ends cho- 
sen by individuals and justice by the principle of equality in rela- 
tions of reciprocity, giving each the product contributed to the total 
by its own performance (“what a man soweth that shall he also 
reap”). But, as we have seen, any “higher” form of justice is pro- 
vided for by freedom to co-operate on any other terms or through 
any other form of organization on which the parties may agree 4 

In the face of the theoretical appeal of the principle of free enter- 
prise, and its period of conspicuous and recognized success, and the 
non-comprehension and incompetence of the general public m re- 
lation to it, with the resulting stupidity of much of the criticism to 
which it has been subjected, there still are theoretical and practical 
considerations that weaken and go far toward destroying the case in 
its favor As the theory of the system has been more fully worked 
out in the light of criticism and of experience, m the generations 
since Smith’s Wealth of Nations was published m 1776, more and 
more implicit assumptions have been brought to light, conditions 
more or less contrary to fact, that must be fulfilled if the working 
of the system is to be such as can be ethically approved Many of 
these conditions could be established only by social action going far 
beyond the laissez faire ideal of policing against force and fraud, 
even in the broadest definition of terms that have no objective or 
precise meaning; others could never be established by any human 
means. The issue, which may be stated before going further and 
should be kept in mind from here on, centers in the fact that social 

4 Full scope is allowed for life devoted to contemplation or ascetic ideals, 
subject only to the condition of self-support or voluntary support by others As 
a matter of historical fact, of course, the whole movement for freedom was an 
incident of a revolution m the mores that discredited idleness or parasitism and 
all submissiveness and credulity, m favor of activity, independence, and responsi- 
ble self-assertion The good life came to be conceived in terms of ends achieved 
through intelligent use of means (the meaning of “economy”) and especially in 
terms of progress through the accumulation of resources and knowledge, and 
growth of taste But this is not logically essential. What is essential (after rec- 
ognition that important truth can be discovered by critical investigation) is the 
gradual discovery that there is a presumption of mutual advantage in all free 
association, resting on a new faith in human intelligence and morality, which re- 
placed the dogma of original sm 
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action means “politics” of some variety, conducted by the same frail 
human nature that performs with such unsatisfactory results in eco- 
nomic relations. This fact raises doubts as to whether the remedy 
may not involve the same evils, m a form as bad or worse, or others 
intrinsically worse. The romantic character of political power and 
the psychological law that distance lends enchantment create a sys- 
tematic temptation to imagine a political system as much or more 
idealized m comparison with probable reality than the most extreme 
conception of open-market economic order ever was. Incidentally, 
our inherited religious tradition has always treated the position and 
powers of rulers as sacred (without suggestmg the rule of law, other 
than the “Law of God,” necessarily interpreted by rulers them- 
selves) and has regarded as sinful the use or quest of economic 
power, if not its possession. 

Relative to this issue, another and even harder truth must impera- 
tively be kept m mind. There are different principles of justice and 
right which conflict among themselves, at least in application to the 
stem facts of life where alone they have practical meaning. Such 
conflicts between basic values often underlie the alternative evils 
mentioned above. The pluralism of human nature culminates m an 
ethical pluralism, also the product of emergent evolution. It is easy 
to condemn a social arrangement because it runs counter to some 
ideal and to indorse another which would or might avoid or lessen 
that particular evil, without duly considering effects which the 
change would actually have upon the achievement of other values 
quite as important. A large part of the social problem centers just 
here. Especially, freedom and progress, the distinctive values of 
modem civilization, conflict with the older ones of order and se- 
curity but of course do not invalidate and supersede them, and there 
seems to be no principle of compromise that can be stated in words 
and that is of much help in making concrete political decisions. Men 
must be keenly aware of the problems and use judgment and be tol- 
erant and patient 1 They must accept the inevitability of gradualness, 
while striving for possible improvement. Taking moral principles 
too seriously may be as bad as not taking them seriously enough 5 

In our present compass it is possible only to present a list of the 

5. The conflict between representatives of these two tendencies is one of the 
most serious in politics, as the issue itself is one of the deepest in the moral life 
Moral absolutism makes discussion impossible, and the situation is indefinitely' 
aggravated when religious absolutism is superadded, as it tends to be It is the 
essence of religious belief that all discussion and all questioning of “the truth” is 
wicked, truth meaning my truth, which is never based on critical examination. 
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main grounds for criticizing the free-enterprise organization, 
grounds which are valid in terms of some ideal, whether or not they 
are finally valid on balance. First, a rough dichotomy, some of the 
defects have to do with the mechanics of the system, as it actually 
operates, “human nature being as it is,” in contrast with the assump- 
tion of (mstrumentally) rational behavior. Others center m ethical 
principles m relation to unalterable social facts and raise questions 
regarding the factual as well as the ethical presuppositions of the 
individualism which is the basis of historical liberalism. Under the 
head of mechanics, the weakness that is practically and theoreti- 
cally most serious is the tendency of economic activity to go in 
waves of expansion and contraction, both in a particular industry 
relative to others and, especially, in production on the whole— the 
business cycle. A condition of boom alternates with one of depres- 
sion, the latter bringing disastrous unemployment and suffering. 
These symptoms are an expression of an essential weakness m all so- 
cial relations based on individual freedom. All human conduct is 
more or less speculative, and when it is directed toward change and 
improvement it is more so. But when activity is mdividualistically 
organized, a far more speculative element is mtroduced, since what 
it is rational for any individual to do depends on what others will 
do, and there is theoretically no solution except to reach a mutual 
understanding and establish a consensus in advance. Such a result 
calls for political action of a sort that must largely nullify the prin- 
ciple of individual freedom. The intricacies of the resulting econom- 
ic and political problem are the subject of intense controversy 
among specialists and of a voluminous literature. 

The only other mechamcal problem that can be mentioned here is 
the familiar one of monopoly. About this we can say only that it is 
both badly misunderstood and grossly exaggerated m the popular 
mind. Much monopoly m the technical meamng is not only inevitable 
in a free and progressive economy; it must be called positively good. 
The principle is illustrated by the deliberate granting of monopoly 
power in the patenting of inventions, and a great deal of other mo- 
nopoly is essentially of the same nature, a stimulus to devising and 
introducing useful innovations. But much is not, and it is a serious 
problem to differentiate between the good and the bad (both fea- 
tures are present m the patent system itself) and to make and en- 
force regulations to secure the best possible balance. 

More serious, at least in a philosophical sense, are the evils of the 
second class, involving social-ethical problems. Only the most essen- 
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tial facts can be noted here. Economic freedom means freedom to use 
means to achieve ends; the means include one’s own personal capaci- 
ties and external materials and instruments, which one owns or con- 
trols— either is useless without the other and both are uselesss with- 
out knowledge of technical processes. Freedom is empty without 
power, and its effective content depends both on the possession of 
power (in all these forms) and on what the individual actually 
wants to do with power. But both power and wants or tastes come 
to the individual chiefly through the processes of the society in 
which he lives, especially by inheritance, biological and cultural, and 
through the family. Thus social policy cannot possiby treat the in- 
dividual as a datum m any of these respects, since he is m fact large- 
ly the creation of social action. Hence the mam social problem be- 
comes that of the kind of individuals, or persons, and primary 
groups that are to be created. The family is much more real as a 
social umt than the individual and itself exists only in a hierarchy of 
larger communities. 

The economic problem that lies nearest the surface arises out of 
the unequal distribution of productive capacity. The large if not 
predominant role of inheritance (not of property alone, as common- 
ly assumed, but equally of capital m the form of personal qualities) 
runs counter to individualistic conceptions of justice, even of a fair 
competition, not to mention more idealistic standards. The role of 
luck must be considered m relation to fair and interesting sport and 
the distribution of prize money. Because both property and personal 
capacity are so largely historical creations— neither given by nature 
nor produced by individual effort— there is a tendency for inequal- 
ity to increase cumulatively Those who at any time have more are 
m that much better position to acquire still more. Through the fami- 
ly, and other institutions, this goes on beyond the individual life. And 
it should be stressed— because it is generally ignored— that this tend- 
ency applies not only to personal capacities but to taste and appre- 
ciation, to all culture, which is humanly more important than means 
of gratification. 

Finally, some mention must be made of the limitations of the 
whole economistic view of life and conduct— the view, that is, in 
terms of the use of means to achieve ends. There really are no 
“ends” m any final sense— they are rather milestones on the way 
ahead and these become means as fast as they are achieved— and the 
qualities of good and bad belong about as much to means as to ends 
in any right use of the terms. In play, for example, the end-means 
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relation is largely reversed; the objectives are unreal, they are set up 
arbitrarily to make the activity interesting. In fact, both economic 
and political relations have about as much the character of play, of 
competitive sport, as that of satisfying wants that can be regarded 
as real. And the notion of economy has very limited application to 
any explorative or problem-solving or creative activity, where there 
is no end that can be defined or measured in advance. 

As the writer is only too keenly aware, all that has been said m 
this section sheds little light on the question of what is to be done, 
it only calls attention, and that inadequately, to the complexities of 
the problem set by individual freedom in economic activity and re- 
lationships. But we must turn to the deeper problem of mdividual 
freedom m intellectual pursuits. Here again only a few general ob- 
servations can be offered. We must ignore what would naturally be 
the first question, the vitally important economic problem of the 
“support” of cultural and creative life. We have already pomted out 
that the whole modem movement of liberation was on one side a 
doubly indirect consequence of the growth of interest in natural 
science. On one hand, science was bound up with technology, hence 
economics, which as a direct interest was the other mam ferment, 
and, on the other hand, the issue overtly argued and fought over in 
the transitional centuries was tolerance for sectarian religious differ- 
ences. This has little m common with intellectual freedom rightly 
conceived, which came out of the, struggle as an unintended result. 
The freedom of natural science itself today is, of necessity, only 
partial, the role of arbitrary power large; and large also is the role in 
the minds of scientists themselves of numerous interests much less 
exalted than the self-sacrificing or wholly unselfish pursuit and dis- 
semination of “pure” truth. Yet, comparatively, science is free, and 
its freedom rests on the general acceptance by its votaries of a rather 
high and austere ethical ideal. Its phenomenal success has offered a 
strong temptation to students of the human, historical, or moral 
disciplines to adopt or imitate its procedure, or pretend to do so, and 
to clamor for the application of the scientific method to social 
problems. And there has been much yielding to this temptation. But 
that is just what it is, and our last few paragraphs must consist of an 
attempt to expose the error as one of the most depressing signs re- 
specting the capacity of modern man— the best minds— to solve by 
thinking the problems that now probably have to be solved in that 
way if any civilized life is to continue on earth. For, critical think- 
ing once started, there seems to be no way quietly to turn it off (all 
over the world at once) and revert to older bases of order. 
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To begin with, natural science in the study of nature itself raises 
problems far more serious than it solves. Its success lies m yielding 
power, and it has made it plain that man is not really fit to be trusted 
with much power, individually or collectively. If only he were just 
an mstrumentally intelligent animal, he would use power in subdu- 
ing nature to the support of more and more healthy human beings, 
biologically speaking, and the matter would be fairly simple. But, as 
we have noted, the development of intelligence is associated with 
the proliferation of new ends or purposes not embodied m particu- 
lar definable ends. Perhaps the worst case is the erection of power 
itself mto an end— outright dominance over other persons— or pseudo 
ends that are symbols of power, their concrete form being a histori- 
cal accident. The real import of economic issues is greatly reduced 
by the fact that our wants are so largely rooted m a desire to be like 
other people or to be different m some way that is a sign of superi- 
ority. Each wants to have more of anything, little matter what, of 
which there is not enough to satisfy everyone 

Moreover, man soon developed ideas of “beauty” or, in general, 
quality of life and its impedimenta that he calls “higher values,” the 
pursmt of which clashes with the “lower” requisites of life itself. 
With the progress of civilization his tastes become more expensive, 
without apparent limit, and lead to aristocratic scorn for the means 
and activities that must support alike the higher and lower pursuits. 
How far and when the higher values are really higher, or really val- 
ues at all, and not mere symbols conferring distinction, is a question 
earnestly and heatedly discussed, without much progress toward 
agreement on the answer. They certainly contain a large admixture 
of the second element. And they certainly denve very largely from 
the particular culture in which they happen to be recognized, hence 
the issues in social conflict run into the ranking of cultures, where 
argument is especially difficult and dangerous. The burning and 
menacing problems of the modem world arise largely in this con- 
nection and by no means only m international relations. 

To the student, viewing the scene with Olympian detachment, as 
well as to the publicist or statesman directly up against issues of peace 
or war, life or death, the problem presents two related aspects, one 
general, the other more specific. The obvious general problem is 
whether men have the capacity to resolve conflicts of values by dis- 
cussion— meaning in any other way than the “natural” one of fight- 
ing it out to the final test of who survives, or what, if anybody or 
anything with any claim to human concern. (We cannot here de- 
velop the close connection between the warfare of nations or alli- 
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ances and of classes formed on one or another line, machinery exists 
for limiting fighting between individuals— relatively unimportant 
anyway.) Now it is a presupposition of any discussion— as more 
than an ephemeral amusement, a more or less amiable contest tend- 
ing less or more toward resort to force— that the natural solution 
must be repudiated absolutely, for we all agree that might does not 
make right. But agreement on that point does not mean agreement 
on a peaceful alternative to fighting. 

The more specific question is the role of scientific method in rela- 
tion to value problems, and what has been briefly said on the gener- 
al question logically disposes of this one. For the scientific solution 
is simply the natural one just suggested, the test of force and survi- 
val. Carned into discussion of human conflicts, the categories and 
procedures of science become self-contradictory and self-destruc- 
tive. Science here means one of two things— which, incidentally, 
have been strangely confused in the history of liberal thought. It 
may mean adopting the Olympian point of view of “watch what 
happens and explain it,” without moving to do anything about it. Or 
it may mean attempting control. But that means somebody control- 
ling something— logically (in this connection) with everybody con- 
trolling everybody else 1 And m practice it must mean an unpredict- 
able scramble and fight for control. In any case, we are back to the 
“grim arbitrament of war,” of some sort, on some scale. And, in- 
cidentally, or rather fundamentally, the much advocated and at- 
tempted procedure of “preaching,” either moral idealism or meta- 
physics, is from the scientific point of view the same thing over 
again. It is either a phenomenon to be explained or the use of a par- 
ticular technique— the one the user thmks will work— and leads at 
once to the same impasse. In fact, the attempt of everyone to convert 
everyone else could not proceed far on the basis of such gentle argu- 
ments as the spoken or written word. 

Even the “pure” science program of merely watching, describing, 
and explaining could not possibly be carried out unless all scientists 
-self-selected as a group— were to organize themselves into a party 
dictatorship and secure the absolute control that is necessary over 
any subject matter if it is to be studied effectively. Even astronomy 
and geology do not get far without using the results of laboratory 
experimentation. Newton's discovery of gravitation rested on Gali- 
leo’s study of falling bodies. And the sciences of man, in so far as 
they are sciences, depend on observation of the results of manipula- 
tion, especially in medicine (physical and mental), also in politics 
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and other administrative activities, and increasingly m the psycho- 
logical laboratory. Not much knowledge of man is to be had— or es- 
pecially to be apphed— without his consent and co-operation, which 
presupposes that consensus upon values which is the mam problem. 
Any attempt at use of the unqualified procedures of natural science 
m solving problems of human lelations is just another name for a 
struggle for power, ultimately a completely lawless one. Something 
not too remote from scientific procedure is available m enforcing a 
given law, hence m conection with the problems of premodem so- 
ciety. But the essence of free society is that it deliberately attempts 
to change and improve established practice; hence it must find 
norms somewhere outside the factual space-time world. 

Science, pure or pragmatic, is not the answer and has no clue to 
the answer to the essential problems of free society. Unless, that is, 
they are to be solved by war, which is the only observational and 
manipulative criterion of values, and we hate to admit that it is any 
leal test of values at all. The vanous sciences, natural as well as so- 
cial, have a very great deal to tell us about man and society, it is no 
service to the doctrine of spiritual freedom to pretend that we are 
not mostly mechanism, physical, cultural, and perhaps psychic. Yet 
finally we must understand ourselves and each other and act intelli- 
gently in relation to both, m other terms altogether. A simple and 
conclusive proof, by illustration, is the fact that the scientist cannot 
apply his science to his own distinctive behavior or that of another 
scientist If the course and result of an experiment or investigation 
can be predicted m advance, it is no longer a problem and the proj- 
ect will not be carried out. Science can produce fairly conclusive 
evidence that man is merely a mechanism, that scientific description 
and explanation can answer all questions about him that can be in- 
telligently asked. But the fact remains that man raises the question 
and marshals and appraises the evidence; and mechanism does not 
have these capacities or traits. 

With this chiefly negative result, inadequately grounded and 
sketchily set forth, hmits of space and the difficulty of the construc- 
tive side of the problem compel us to be content here, admittedly at 
the point where the subject begins to get really interesting 
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